RECEIVED

David B. Wescoe 0 .
Administrator/CEQ C{}{;CT 2 g .ZQQ?

DOnipan myﬁm
October 29, 2007

Councilmember Donna Frve
The City of San Diego
202 C Street, MS 10A
San Diego, CA 92101

Subject: Your October 8, 2007 Request for IRS Documents

Dear Councilmember Frye:

On October 8, you requested a copy of “written authority from the IRS supporting the legality” of
the DROP program and copies of any IRS and/or outside attorney regarding the “establishment,
funding, and tax exempt or non-tax exempt status of the DROP program, contributions thereto or
distributions therefrom.”

With respect to the legality of the City’s DROP program, your request is probably more
appropriately addressed to the City’s lawyers, not SDCERS. SDCERS has not applied for an IRS
opinion regarding the legality of the City’s DROP program, nor is DROP’s legality at issue in our
ongoing VCP process. We are not aware of any IRS opinion questioning the legality of DROP

programs in general.

I have enclosed several DROP-related legal opinions that have been provided to other retirement
systems that vou might find of interest.

Please call me if you have any questions.

% "
David B. Wescoe

Enclosures

incerely,

407 West A Street, Suite 400 = San Diego, CA 92101 = veL 613.525.3600 = rax: 619.595.0357 = www.sdoers.org
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

TAX EXEMPY AND
GOVERKMENY ENTITIES
DIVIRION

FEB 2 6 2007

Re: |

DROP =
State =

Dear:

This letter is in response to your request fora ruﬁng wncemlng the Plan which was
submitted by your authorized representative on May 5, 2008, as amended on/

February 8, 2007, conceming the DROP under the Plan, Spec:ﬁcaliy you asksd us to
'rule on the following issues: -

(1)  The DROP is not a separate defined contribution plan. . '

()  The liimitation for defined beneflt plans under section 41 S(b) of the ihtemai
Revenue Code ("Code”) applies to the DROP rather than the limitation for
defined contribution plans under section 415{(c) of the Code, and the annulty
equivalent of the DROF single sum pius the normal annuity benefit ;undarthe
Pian wili be tested for purposes of section 415(b).

(3)  The DROP complies with the definitely determinable requirement of section
401(a) of the Code.

{4)  The mere fact that Participant contributions that are already being pmu-up
under the Plan pursuant to section 41 4(h)2) of the Code will wntin’ued
unchanged during participation in the DROP will not result in said
contributions being ineligible for pick-up. -

(5) Credits to a participant's DROP account are not distributions from the Pian
and are not subject fo current income taxes or to the additional 0% tax on -
early distributions under section 72(t) of the Code.

() Single sum distributions from a participant's DROP account will be bi%glbb for
rollover under section 402(c)4) of the Code.
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The System Is an instrumentality of political subdivisions of the State and was ‘
established under chapter 411 of the Code of the Stats (“State Code ). The Planis a
governmental pian within the meaning of section 414(d) of the Code' and a defined
benefit plan under section 414(j) of the Code. The System provides pension bdneﬁts to
its participants, who are police officers and firefighters employed by partlczpatioh
political subdivisions of the State. There are approximately 3800 active par‘ticlpbnts in
the System. Participation in the Plan is required as a condition of employmant Cities
whose police officers and/or firefighters are appuointed under the civil service Ia\l.' of the
State are generally required to participate in the System. The Plan recelved a favorable
determination letter regarding its qualified status uncier section 401(a) of the Cdde ina
letter dated November 22, 1984,

Section 411.1 of the State Code describes the various definition of terms used fn the
Plan in determining retirement benefits.

Sec’tion 411.1(1) defines “actuarial equivalentas a benefit of equal value when -
computed upon the basis of mortality tables adopted by the Plan and interest computed
atthe rate established by the System’s actuary.

Section 411.1(3) defines “average ﬁnaf compensation” as the average eamablg
compensation of the member during the three years of service the member eamed the
member's highest satary as a police officer or firefighter, or if the member has less than
three years of service, the average eamable compensation of the member's entire
period of service. :

Section 411.1(7) defines clty' as any city partlclpat:ng in the statewide fire and‘poiica
refirement system,

Section 411.1(B) defines “eamnable compensation” as the annual compensatior] which a
member recelves for service rendered as a police officer or firefighter in the coyrse of
employment with a participating city. However, the term shall not include amounts
received for overtime compensation, meal or travel expenses, uniform allowand:es
fringe benefits, severance pay, or any amount received upon termination or retirement
in payment for accumulated sick leave or vacation. Contributions made by a member -
from the member’'s eamable compensation to a plan of deferred cempensation\sha!! be
included in this term.

Section 411.1(9) defines “ firefighter” as only the members of a fire department{ who -
have passed a reguiar mental and physicajhcivil service examination for firefighters and
who shall have been duly appointed to such a position.

"Wa are_accepting the}Takpayer‘s representation that it is a governmental plan within the maﬂﬂng of
section 414(d) of the Code, We have neither analyzed this issue, nor are we ruing on this issye.
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Section 411.1(11) defines member" asa member of the System as defi ned by sect:on
411.3 of the State Code.

Section 411.1(13) defines "membership service” as service as a pohce officer or
firefighter rendered for a city which is credited for service pursuant to section 411.4 of
the State Code. .

Section 411.1(15) defi ines pens!on as the annual payments for life derived fmgv
appropriations provided by the participating cities and the state and from contributions
of the members which are deposited in the System.  Ali pensions shail be paid in equal
monthly instaliments.

Section 411.1(16) defines “police officer” as only members of a police departm ant who
have passed a regular mental and physical civil service exammation and who a!! have
been duly appointed to such positions.

Section 411.1{17) defines “retirement allowance” as the pension grante«d to a rrjember
upon retirement.

Section 411.3 of the State Code states that all persons who become police officers or
firefighters after the date the city is required to come under the retirement system shall
~ become members of the Plan as a condition of employment.

Section 411.4 of the State Code states that service of fewer than six months of a year is
not creditable as service. Service of six months or more of a year is equuvalenﬁ fo one
year of service,

states that any member in service may retire upon written application to the System
setting forth a date of retirement not less than thirty days but not more than ningty days
from the date of the application. However, the membar must have attained age fifty-five
and have served twenty-two years or more upon the selected date of retirement. '

Section 411.6 of the State Code describes benefits under the Plan. Section 41%.6(1)

Section 411.6(2)(a) states that the service retirement aiiowance for a member ifvho
terminates service, other than by death or disability, prior to July 1, 1990, shall|consist
of a pension which equals fifty percent of the member’s. average fi nai compensation.

‘Section 411.8(2)(b) states that the service retirement aliowance for a member who
terminates service, other than by death or disability, on or after July 1, 1990, but prior to
July 1, 1992, shall consist of a pension which equals fifty-four percent cf the member's
average final compensation.

Sectton 411.6(2)(c) states that commencing July 1, 1982, for members who tei'mmate
service other than by death or disability, on ar after that date but prior to July 1;. 2000,
the System shall increase the percentage multiplier of each member's average final
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compensation by an additional two percent each July 1 untll reaching sixty percent of
the member’'s average final compensation. The applicable percentage multiplier shafl
be the rate in effect on the date of the member’'s termination from service. '

Section 411.6(2)(d) states that upon retirement from service on or after July 1, éooo, a
member shall receive a service retirement allowance which will consist of a perjsion
which equals sixty-six percent of the member's average final compensation.

Section 411.6(2)(e) sets forth an additional benefit for members with more thanLZE ‘
years of sarvice, if a member has compieted more than 22 years of creditable service,
the service retirsment aliowance shall consist of a pension which equals the amounts
provided in section 411.6(2)(a), (b), (¢), or (d), pius an additional percentage s forth
below: : ‘

(1) . For a member who terminates service other than by death or disabiﬁﬁ‘y onor
after July 1, 1890, but before July 1, 1991, and who does not withdraw the
members contributions, upon the member's retirement there shall be|added
three-tenths percent of the member's average final compensation for each
year of service over twenty-two years, excluding years of service aﬂdr the

member’s fifty-fifth birthday, but not more than eight years of service,

(2)  Fora member who terminates service other than by death or disabi!l{y onor
after July 1, 1991, but before October 16, 1992, and who does not withdraw
the members contributions, upon the member's retirement there shall be
added six-tenths percent of the member's average final compensation for
each year of sarvice over twenty-two years, excluding years of servige after
the member's fifty-fifth birthday, but not more than eight years of service.

(3)  For a member who terminates sarvice other than by death or disability on or
after October 16, 1982, but before July 1, 1998, and who does not withdraw
the members contributions, upon the member’s retirement there shall be
added six-tenths percent of the member's average final compensation for
each year of service over iwenty-two years, but not more than eight years of
sarvice.

(4)  Fara member who terminates service other than by death or disability on or
after July 1, 1988, but befors July 1, 2000, and who does not withdléw the
members contributions, upon the member's retirement there shall be added
one and one-half percent of the member's average final compensation for
each year of service over twenty-two years, but not more than eight years of
service.

(8)  For a member who terminates service other than by death or disabliity on or
after July 1, 2000, and who does not withdraw the members contributions,
upon the member's retirement there shall be added two percent of the
member's average final compensation for each year of service over twenty-
two years, but not more than sight years of service. ‘
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Section 411 8(12) provides for an annual readjustment, similarto a cost-of-itvmd
~ increase, to the pension. ,

Section 411 BA pmvidesoptional forms of benefit under the Plan.
Section 411.6B of the State Code provides for the rollover of a member's accrued

benefit to an eligible retirement plan.

as a distribution option under the System. The DROP is codified as section 411.6C of
the State Code. The legislature conditioned implementation of the DROP on the receipt
of favorable ruiing from the Service.

The State iegisiature amended chapter 411 of the State Code in 2006 to add tht DROP

Section 411.6C(1)(a) defines “applicabie percentage” as the percentage, not g ater
than one hundred percentage points, equal fo fifty-two percentage points plus

percentage points for each month for the period between the eliglble member's pian
eligibility month and the month the eligibie member commences membership inthe -
DROP.

Saction 411.6C(1)(b) defines "DROP benefit’ as an amount credited 'to the participant's
account each applicable month equal to the member's apphcab!e percentage muifiplied
by the member's participant retirement amount

Section 471.6C(1){c) defines “eligible memher" asa mamber who has attained fifty-five
ears of age with at least twenty-two years of membership service.

Section 411.6C(1)(d) defines “participant account” as the administrative record
maintained by the System reflecting the participant's accumulated DROP benefit,

Section 411.6C(1){e) defines “participant retirement amount” as the amount equal to the
monthly refirement allowance the eligible member would have received under gection

" 411.6 of the State Code if the member retired on the date the eligible member |
commenced participation in the DROP, based on eamings through the prevnuuk full
quarter of eamable compensation eamed by the membear.

Section 411.6C(1)(g) defines “plan eligibility month” as the first full calendar mdf)nth in
which the participant is an eligible member.

Section 411.8C(2)a) states that an sligible member may elect to participate inthe
DROP. A decision by an eligible member to participate in the DROP s irrevocable.
Upon commencing membership in the DROP, the member shali remain an active
member in the System and shall have credited to a participant account on behalf of the
member the DROP benefit for each month the member participates in the DROP. The
amounts credlted will be invested by the System in risk-free assets of a short-term
nature and interest and eamings shall not be credited to the member's participant
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account but remain in the System. The annual readjustment to pensions underlsection
411.6(12) of the State Code shall not apply to the participant's DROP benefit orito

-amounts credited to the member’ participant account.

Section 411.6C(2)(b) states that upon termination of an eligible member's partidipation
in the DROP, the eligible member shall be deemed to be retired under the System as of
that date for purposes of the System and shall begin receiving a retirement allowance
equal to the member's participant retirement amount or such optional retiremeniv
benefits based upon that amount pursuant to section 411.6A of the State Code. In
addition, the eligible member shall receive the moneys credited to the member’s
participant account while participating in the DROP. The eligible member shall select
whether to receive the amount in the member's participant account in the form of a
single sum distribution or as a roliover to an eligible retirement plan as defined in
section 411.6B of the State Code.

Section 411.6C(2)(c) states that if an eligible member terminates participation ih the
DROP prior to the date selected by the member upon commencing membership in the
DROP ad the termination is not due to the death or disabiiity of the member, then the
System shall assess a twenty-five percent penalty on the amount credited to th

‘member's participant account prior to distributing the amount to the member. The

penatty amount shall be transferred to and remaln with the System. The administrative-
rules impiementing this section provided that an amount equal to seventy-five gercent of
the member's DROP benefit shall accrue to the benefit of the member for each month of
participation in the DROP and that an amount equal to twenty-five percent of the
member's accumulated DROP benefit shall accrue to the benefit of the member upon
the ocourrence of any of the following events: (1) termination of participation inthe
DROP on the selected plan termination date; (2) termination of participation pripr to the
selected DROP termination date as the result of entittement to a disability bengfit under
either section 411.6(3) or section 411.6(5) of the State Code; or (3) death prior/to the
selected DROP termination date. - h

Section 411.8C(3) provides that to participat'e in the DROP, the eligible member must
make written application to the System. The application shall include the fo!low{ving:

a. The month the eligible member intends to commence participation in the DROP.

b. The eligible member's selection of a DROP fermination date. The DROP
termination date shall bs either thres, four, or five years after the date the eligible
member commences membership in the DROP. Howaever, for the two-year
period beginning with the first of the month following the implementation date of
the DROP, an eligible member between sixty-two and sixty-four years of age
may also select a plan termination date that is one or two years after the date the
sligible member commences participation in the DROP. :
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Section 411.8C(5) provides that the members’ contribution rate shall be increa id as
necessary if the DROP has been determined by the System’s actuary to increase the
actuarial cost to the System. : '

Section 411.6C{6) provides that the DROP will not be implemented unti! the Sysi:tem has
received a favorable ruling from the Service. - '

Section 411.8 of the State Code describes the financing of the Plan. Section 411.8(g)
provides for mandatory member contributions to the Plan. Section 411.8(f) andi(h)
specify the percentages of these mandatory contributions. B :

Section 411.8(i)(1) provides that beginning January 1, 1995, for federal income tax
purposes, and beginning January 1, 1999, for state income tax purposes, member
contributions to the Plan required under section 411.8(f) or (h) which are picked up by
the city shall be considered employer contributions for federal and state income;tax
purposes., and each city shall pick up the member contributions to be made under
section 411.8(f){ or (h) by its employees. Each clty shall pick up these contributions by
reducing the salary of each of its covered employees by the amount which ea
employee is required to contribute under section 411.8(f) or (h) and shalf pay thi
amount picked up in lieu of the member contributions to the board of trustees.

Section 411.8(i)(2) provides that member contributions picked up by each city under
section 411.8(1) shall be treated as employer confributions for federal and state income
tax purposes only and for alf other purposes shall be treated as employee contributions
and deemad part of the employee's eamable compensation or salary.

Section 72(a) of the Code provides that gross income includes any amounts received as
‘an annuity under an annuity, andowment, or life insurance contract.

Section 72(t) of the Code imposes a 10 percent additional tax on early distributions from
gualifiad retirement plans. ‘

Section 401(a) of the Code provides the requirements for a qualified pension plan.

Sec{ion 401(a)(25) of the Code provides that a defined benefit pension plan shél! not be
treated as providing definitely determinable benefits uniess, whenever the amount of
any benefit is to be determined on the basis of actuarial assumptions, such assumpiions

are specified in the plan in a way which precludes employer discretion.

Section 401{a)(31)A) of the Code provides that a trust shall constitute a section 401({a)
qualified trust only if the plan of which such trust is a part provides that if the distributee
of any eligible rollover distribution (f) elects to have such distribution paid directly to an
eligible retirement plan, and (i) specifies such eligible retirement plan to whichsuch
distribution is to be paid (in such form and at such time as the plan administrator may
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prescribe), such distribution shall be in the form of a direct tfustee—to-tmstee-trar}xsfer to
the eligible retirement plan so specified.

Section 402(a) of the Code provides that any amount actually distributed to a distributee
by any employees' frust described in section 401(a) which is exempt from tax under
saction 501(a) shall be taxable to the distributee, in the taxable year in which
distributed, under saction 72 (related to annuities).

Section 402(c)(4) of the Code provides that the term "eligibie rollover distribution”
means any distribution to an employee of all or any portion of the balance to the credit
of the employee in a quatiﬂed trust except the following distributions: (A) any distribution
which is one of a series of substantially equal periodic payments (not less frequently
than annually} made (i) for the life (or life expectancy} of the employee or the joint lives
{or joint life expectancies) of the employee and the employee's designated beneficiary,
or (ii) for a period of 10 years or more; (B) any distribution to the extent the distribution
is required under section 401(a)(9); and (C) any distribution which is made upo.
hardship of an employee.

Section 414(d) of the Code provides, iri part, that the term “governmental plan” means a
plan established and maintained for its employeas by a State or political subdivision
thereof. '

Section 414(h)(1} of the Code provides in general that amounts contributed to a plan
gualified under section 401(a) shall not be treated as having been made by the!
employer if they are designated as employee contributions. Section 414(h)(2) bmwdes
an exception to section 414(h)(1) in the case of any plan established by the govemment
of a State or political subdivision thereof where the contributions or employeesEf an
employing unit are picked up by the employing unit. In that case, the contributipns so
picked up shall be treated as emplover contributions.

Section 414(i) of the Code provides that the term “defined contribution plan” m#ans a
plan which provides for an individual account for each participant and for benefits based
solely on the amount contributed to the participant's account, and any income,
expenses, gains and losses, and any forfeitures of accounts of other participarits which
may be allocated to such participant's account. %

Section 414(}) of the Code provides that the term "defined benefit pian” is any d)ian that
is not a defined contribution plan.

Section 414(k) provides that a defined benefit plan which provides a benefit dairived
from employer contributions which is based partly on the balance of the separate
account of a participant shall:

(1) for purposes of section 410 (reiating to minimum participation standards),
be treated as a defined contribution plan,
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(2) for purposes of sections 72(d) (relating to treatment of employee
contributions as separate contract), 411{a)(7}A) {relating to mimmum
vesting standards), 415 (relating to limitations on benefits and -
contributions under qualified plans), and 401(m} (relating to - .
nondiscrimination tests for matching requirements and employee
contributions), be treated as consisting of a defined contribution plan to
the extent benefits are based on the separate account of a participant and

‘as a defined benefit pian with respect to the remaining portion of benefits
under the plan, and .

(3) for purposes of section 4975 (relating o tax on prohibited transactions) be

treated as a defined benefit pian.

Section 415 of the Code pmvides for certain limitations oﬁ contributions and be{neﬁts
under qualified plans. Section 415(c) of the Code limits the annual additions to which a
participant may be entitled under a defined contribution plan during any limitation year.

Section 415(b) of the Code limits the annual benefit to which a participant may be
entitled under a defined benefit pension pian during any limitation year. Sectio
415{b){1) provides that, in general, benefits with respect fo a participant exceed the
limitation if such annual benefit is greater than the lesser of (A) $160,000 or (B} 100
percent of the participant's average compensation for the participant's high 3 years.

Section 415(bX2)(A) of the Code provides that, in general, the term annua!l benefit for
purposes of section 415(b)(1) means a benefit payable annually as a straight life
annuity (with no anciliary benefits) under a plan to which employees do not eoﬁtnbute
and under which no roliover contributions are made.

Section 415(b)X2)(B) of the Code provides that if the benefit under the plan is payable in
any form other than the form described in section 415(b)(2)(A), or if the empioyess
contribute to the plan or make rollover contributions, the determinations as to whether
the limitation described in section 415(b){1) has been satisfied shali be made i|!1 ‘
accordance with regulations prescribed by the Secretary of the Treasury, by adjusting
such benefit so that it is equivalent to the benefit described in section 415(b)(2KA).

Section 415(c)(1) provides that, in general, contributions and other additions with
respect fo a participant exceed the limitation of this subsection if, when expressed as an
annual addition (wiﬁtu the meaning of paragraph {2)) {o the pariicipant's account, such
annual addition is greater than the lesser of (A) $40,000, or (B) 100 percent of the
participant's compensation.

Section 415(c){2) of the Code provides that for purposes of paragraph (1), theterm
"annual addition™ means the sum for any year of (A) employer contributions, (B) the
employee contributions, and (C) forfeitures. For the purpases of this paragra

employee contributions under subparagraph (B) are determined without rega to any
roliover contributions (as defined in sections 402(c), 403(a)(4), 403(b)(8), 408(&:5)(3) and
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457(e)(16)) without regard to emptoyee contributions to a simplified employee pensmn
which are excludable from gross income under section 408(k)6). Subparagraph (B) of
paragraph (1) shall not apply fo any contribution for medical benefits (within the
meaning of section 419A(f)(2)) after separation from service which is treated as an
annual addition. :

Section 1.401-1(b)(1)(i) of the regutations provides that a pension plan within the
meaning of Code section 401(a) is a plan established and maintained by an errjp!oyer
primarily to provide systematically for the payment of definitely determinable benefits to
' its employees over a period of years, usually for life, after retirement. Retirement
benefits are generally measured by, and based on, such factors as years of service and
compensation received by employees. A plan designed to provide benefits for
employees or their beneficiaries fo be paid upon retirement or over a period of years
after retirement will, for the purposes of Code section 401(a), be considered a pension
plan if the employer contributions under the plan can be determined actuarially 'on the
basis of definltely determinable beneﬁts

Section 1.401(a)(31)1, Q8A-1, of the regulations provides that for purposes of‘ section
401(a)}31) of the Code, eltglble rollover distribution has the meaning set forth m
section 402(c)(4) of the Code and section 1.402(c}-2 of the regulations.

Section 1.402(c})-2, Q&A-B(a). of the regulations provides that, uniess speciﬁcailiy
exciuded, an eligible roliover distribution means any distribution to an employee of ali or
any portion of the balance to the credit of the employee in a qualified plan,

Section 1.402(c)-2, Q&A-3(b), of the regulatiuns provides that an eligible rotlover
distribution does not include the following:

(1) Any distribution that is one of a series of substantially equal periodic payments
made (not less frequently than annualfy) over any one of the following periods—
{i) the life of the employee (or the joint lives of the employee and the employee's
designated beneficiary), (i) the life expectancy of the emiployee {(or the joint life
and last survivor expectancy of the employee and the employee's designated
beneficiary); or (iii) a specified pericd of ten years or more;

(2) Any distribution to the extent the distribution is a required minimum dls&nbution
under section 402(a)(9) of the Code; or

{3} The portion of any distribution that is nﬁt inciudibie in gross income.

Section 1.402(c)-2, Q&A-4, of the regulations provides that an eligible ro!!ove* :
distribution does not include the following:

(1) Elective deferrals, as defined in section 402(g)(3), that, pursuant to § {.41 5.
6(b){BXiv), are retumed as a result of the application of the section 41
limitations, together with the income allocable to these corrective distﬁi utions.
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(2) Corrective distributions of excess deferrals as described in § 1.402(9)-1!(3)(3).
together with the Income allocable to these corrective distributions,

(3) Corrective distributions of excess contributions under a qualified cash or
deferred arangement described in § 1.401(k)}-2(b)(2) and excess aggregate
contributions described in § 1 401(m)—2(b)(2) together with the income |
allocable to these distributions.

(4) Loans that are freated as deemed distnbutuons pursuant to section 72(;#)

(5) Dividends paid on employer securities as described in sectton 404(Kk).

(6} The costs of life insurance coverage (P.S. 58 costs)

(7) Similar items designated by the Comrissioner in revenue rulings, notices, and
other guidance published In the Internat Revenue Bulletin, -

Section 1.402(c)-2, Q&A-6(a), of the regulations provides that a payment is treated as
independent of the payments in a series of substantially equal paymsnts, and thus not
part of the series, if the payment is substantially larger or smaller than the other
payments in the series. An independent payment is an eligible rollover distribution if it is
not otherwise excepted from the definition of eligible roflover distribution, This is the
case regardless of whether the payment is made before, with, or after payments in the
series. For example, if an employee elects a single payment of half of the account
balance with the remainder of the account balance paid over the life expectano& of the
distributee, the single payment is treated as independent of the payments in thé series
and is an eligible rollover distribution uniess otherwise excepted.

Section 1.415-3(a)(1) of the regulations provides that the annual benefit to whi¢h a
participant is entitled at any time under a defined benefit plan may not during the
limitation year exceed the dollar and compensation limitations of section 412(b)(1) of the
Code. Section 1.415-3(c)(1) provides the rules conceming the adjustment of the
limitations of section 415{b)(1) of the Code where the form of benefit is othar than a
straight life annuity.

Rev. Rul. 89-427, 1969-2 C.B. 87, provides that benefits are not definitely deterrmnable
if such benefits are contingent upon the amount of actual employer contnbuttolhs to the
plan.

Rev. Rul, 72-87, 1872-1 C.B. 108, provides that pre-retirement death beneflts '#re not
definitely determinable if such benefits are based on the amount of pensnon benefits
funded at each participant's death.

Rev. Rul. 74-385, 1974-2 C.B. 130, provides that, in the case of a defined benieﬁt plan,
the definitely determinable requirement of section 1.404{b)(1)(i) of the Regulations is
satisfied where the benefits for each participant can be computed in accordange with an
express formula contained In the plan that is not subject to the discretion of thg
employer.
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- Rev. Rul, 79-90, 1878-1 C.B. 155, provides that whenever the amount of a”*benéﬁt ina
defined benefit plan is to be determined by some procedure (such as "actuarial,
equivalent”, "actuarial reserve”, or "actuarial reduction™) which require the use of
actuarial assumptions (interest. mortality, etc.) the assumptions to be used must be
specified within the plan in a manner which preciudes employer discretion. For jhe
purposes of that revenue ruling, employer discretion mcludes discretion of the employer,
plan administrator, fiduciary, actuary, etc.

Rev, Rul, 2006-43, 2006-35 1.R.B. 329, provides what actions are required in oHer fora
State or political subdivision theresf, or an agency or instrumentality of any of the
foregoing, to “pick up” employee coniributions to a plan qualified under section I4D1(a) of
the Code so that the contributions are treated as employer contributions pursuant to
section 414(h)(2). Under the authority of section 7805(b)(8) of the Code, the Service
will not treat any plan that on or before August 28, 20086, includes designated e!mployee
contributions that were intended to be picked up as employer contributions pursuant to
section 414(h}(2) as failing o meet the requirements of such section prior fo

January 1, 2009, solely on account of the failure to satisfy the requirement that!the
“pick-up” be pursuant to a formal action, by & person duly authorized to take such action
with respect to the employing unit, that is evidenced by contemporaneous wﬁtiﬁg,-but
only if the following conditions are satisfied: (1) the employing unit has {aken |
contemporaneous action evidencing an intent to establish a “pick-up” (e.g., pravided
information to employees relating to the establishment of the “pick-up”) and has
operated the plan accordingly; and (2) the employing unit takes formal action in writing
prior to January 1, 2008, with respect to future contributions fo specify that the,
contributions, a!though designated as employee contributions, are being paid lpy the
employar. For this purpose, the employing unit must take format action to provide that
the contributions on behalf of a specific class of employees of the employing ubit,
although designated as employee contributions, will be paid by the employing unit in
lisu of employee contributions. A person duly authorized to take such action with
respect to the employing unit must take such action. The action must apply only
prospectively and be evidenced by a contemporaneous written document (e.g., minutes
of a meeting, a resoiution, or an ordinance).meet the requirements set forth atjove in
paragraph (1) of Law and Analysis in the revenue ruling.

Issus 1

Under the ferms of the Plan, a police officer or firefighter who has reached the age of 65
and has 22 years of creditable service is efigible for a retirement aliowance, Such
police officer or firefighter is also eligible to participate in the DROP at the same time. If
the eligibie member elects to participate in the DROP, the member remains an active
member in the System. However, his retirement allowance is then “frozen” ag of the
date of participation in the DROP, and this frozen retirement allowance becomes the
participant’s retirement amount. After participation in the DROP commences, ja DROP
benefit equal to the member's applicable percentage multiplied by the membser's
participant retirement amount shall have credited to a participant account on Eeh_alf of
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the member the DROP benefit for each month the member participates in the DROP,
The amounts credited wili be invested by the System in risk-free assets of a short-term
nature and interest and eamings on such amounts shall not be credited to the member’s
participant account but remain in the System. The annual readjustment to pen$ions
under section 411.6(12) of the State Code shatl not apply to the parficipant's DROP
benefit or to amounts crediied fo the member’ participant account.

Section 414(i) of the Code provfdes that the term “defined contribution plan” means a
plan which provides for an individual account for each participant and for benefits based
solely on the amount contributed to the participant's account, and any income,
expenses, gains and losses, and any forfeitures of accounts of other pamcipants which
may be aliocated to such participant's account. Where the amounts placed in an
account for a participant do not receive their share of the actual eamings and losses of
the plan, the account is not an individual account within the meaning of section 414()).
The DROP benefit is based solely on the amounts contributed to the participank’s DROP
account, which is not adjusted for income, expenses, and gains and losses of t_ha
invested assets. Accordingly, the Plan, after the DROP amendment, is a not aiseparate
defined contribution plan. The Plan is also not a defined benefit plan which prdvides a-
benefit derived from employer contributions which is based partly on the ba[and:e of the
separate account of a participant as described in section 414(k) of the Code.

issue 2

Under section 411.6C{2)(b) of the State Code, upon termination of an eligible member’s
participation in the DROP, the eligible member shall be deemed to be retired under the
System as of that date for purposes of the System and shall begin receivinga
retirement allowance equal to the member's partfcnpant retirement amount or stich
optional retirement benefits based upon that amount pursuant to section 411.6A of the
State Code. In addition, the eligible member shall receive the moneys credited to the
member's participant account while participating in the DROP. The eligible mamber
shall select whether to receive the amount in the member’'s participant account inthe
form of a single sum distribution or as a rollover to an eligible retirement plan as defined
in section 411.6B of the State Code.

benefit which provides for a retirement allowance from the Plan and a separate payment
from the DROP. Since the Plan, after the DROP amendment, is a defined benefit plan
that does not provide any benefits based partly on the balance of a separate account for
a participant, the limitation on annual benefits under section 415(b) of the Code applies
to the entire benefit under the Plan. Furthermore, for purposes of testing whether the
member's benefit exceeds the limitation under section 415(b)1) of the Code, tgn

annuity equivalent of the DROP single sum plus the normal annuity bensfit under the

. Ptan will be tested for purposes of section 415(b).

Hence, the DROP bensfit under the Plan allows a participant to elect an opﬁo}al form of

i
1

issue 3
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Once a member under the Plan has atiained age 55 and 22 years of setvice, the
memober is eligible to elect to participate in the DROP under section 411. SC(Z)( ) of the
State Code. if a member elects to participate in the DROP, the member recai
participant retirement amount and a DROP payment. The calculation ofthe D OP :
payment is described above. The calculation of the DROP payment does not include
interest, and the DROP payment is never placed in a separate account.

Section 411.6C of the State Code clearly defines the calculation of the particip nt
retirement aliowance and DROP payment for each member in accordance with an.
express formula that is not subject to employer discretion. The benefit under tme DROP
is not contingent upon the amount of actual employer contributions to the Plam The
benefit under the DROP is also not based on the amount of pension benefits funded at
each member's retirement date, Furthermore, section 411.8 defines the actuanal
assumptions used for calculating actuarial equivalent benefits under the Plan im
accordance with section 401({a){25) of the Code and Rev. Rul. 78-80.

Because the benefit under the DROP is based on a member's service and
compensation, and upon contributions paid by the member while he participated in the
Plan, is not contingent upon the amount of actual employsr coniributions to t};% Plan,is -
not based on the amount of pension benefits funded at each member’s retirement date,
and the employer and employee contributions under the Pian can be determined
actuarially by projecting service and compensation to an assumed retirement age, the
Plan with the DROP meets the definitely determinable requirement for panszod plans
under section 1.401-1(b){(1)(i} of the Income Tax Regulations.

issue 4

 Section 411.8(1)(1) of the State Code provides that beginning January 1, 19955I for
federal income tax purposes, and beginning January 1, 1888, for state income tax
purposes, member contributions to the Plan required under section 411.8(f) or (h) which
are picked up by the city shail be considered employer contributions for federal and
state income tax purposes., and each city shall pick up the member contributions to be
made under section 411.8(f) or (h) by its employees.

Section 411.8(i)(2) provides that member contributions picked up by each cityjunder
section 411.8(1) shall be freated as smploysr contributions for federal and staie income
tax purposes only and for ali other purposes shall be treated as employee ¢o nbutlons
and deemed part of the empioyee s eamable compensation or salary

Rev. Rul. 2006-43, 2006-35 L.R.B. 329 provides what actlons are required in order for a
State or political subdivision thereof, or an agency or instrumentality of any of the
foregoing, to “pick up” employee contributions to a plan qualified under sechoqtn 401(a) of
the Code so that the contributions are treated as employer contributions pursuant to
section 414(h)}2). Generally, any plan that includes designated employee contributions
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that were intended to be picked up as employer contnbu’uons pursuant to

section 414(h)(2) wili meet the requirements of such section if the following conditions
are satisfied: (1) the employing unit has taken contemporaneous action evidending an
intent to establish a “pick-up” (e.g., provided information to employees relating to the
establishment of the “pick-up”) and has operated the plan accordingly; and (2) the
employing unit takes formal action in writing with respect {o future contributions|to

specify that the contributions, although designated as employee confributions, are being
paid by the employer.

The Plan meets the conditions of Rev. Rul. 2006-43 because the State Code clearly
spells out an intent to establish a “pick up” and the Plan has been operated accordingly,
and the provision does not permit a participating employee to have a cash or deferred
election with regard to the designated employee contributions. '

After the DROP is adopted, participant contributions for participants in the DRdP will
continue at the same rates as spelled out in section 411.8 of the State Code and these
provisions apply equally to participants who participate in the DROP and those éthat do
not. Furthermore, DROP participant contributions will be credited to System assets and
not participant accounts. Hence, the mere fact that Participant contributions thbt are
already being picked-up under the Plan pursuant to section 414(h)(2) of the Cofe will
continue unchanged during participation in the DROP will not result in sald coniributions
being meiigsble for pick-up.

lssue 5

during the participation period. Such amounts are held in the System and remain
assets of the System. No part of the DROP benefit is distributed to a member untii the
member terminates participation in the DROP. Accordingly, the crediting of the DROP
‘benefit to the participant's account is not a plan distribution to the member from the
Pian. Hence, the DROP benefit is neither subject to tax undeér section 402(3) qf the
Code nor the 10 percent additional tax under section 72(t) of the Code prior to the time
when an actual distribution takes place.

Under section 411.6C(1)(b), the DROP bensfit is credited to the participant's aEcount

Issue 6

Section 411.68 of the State Code provides for the eiigibie roliover of distn‘buti&ns from
the Plan to another eligible retirement plan in accordance with section 401(a)( 1) of the
Code.

As already discussed above, the benefit under the DROP aflows the member {o elect an
optional form of benefit which provides for a participant retirement amount and DROP
payment. Under section 411.6C(2)(b), upon termination of participation in the DROP,
the distribution of the DROP payment must bé either in the form of a single su
distribution or as a roliover to an eligible retirernent plan as described in section 41 1.6B.
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The DROP payment Is independent of the participant retirement amount and is
substantially larger than the monthly participant retirement amount. Hence, in
accordance with section 1.402(c)-2, Q&A-6(a), of the regulations, the DROP payment is
treated as independent of the monthly participant retirement amount payments (which
are a series of substantially equal payments) and thus not part of the series of monthly
participant retirement amount payments, because the DROP payment is substantially
larger than the monthly participant retirement amount payments. Since the DROP
payment is an independent payment, it is, in accordance with this same section of the
regulations, an eligible roliover distribution if it is not otherwise excepted from the
definition of eligible rollover distribution, This is the case regardless of whethar the
DROP payment is made before, with, or after the monthly annuity payments commence.

Furthermore, the DROP payment is not a distribution required under section 401(a)(9)
of the Code, made upon the participant's hardship, or otherwise excluded from|the term
“gligibie rollover distributions” by section 402(c)(4) of the Code or section 1.402(c)-2 of .
the Regulations. Hence, because the DROP payment is a distribution to the member of
all or any portion of the balance to the credit of the member in the Plan, the DROP
payment is an “eligible roffover distribution” within the meaning of section 402(c)(4) of
the Code and section 1.402{(c)-2 of the Regulations. Likewise, in accordance with
section 1.401{a)(31)-1, Q&A-1, of the Regulations, the DROP payment is an eligible
rofiover distribution for purposes of section 401(a)31){A) of the Code.

Based on the foregoing analysis of the issues presented in your ruling requestJ the
following ruling s issued: _ : .

(1)  The DROP is not a separate defined contrbution plan.

{2)  The limitation for defined benefit plans under section 415(b) of Code apblies to
the Plan with the DROP. The Plan with the DROP satisfies the defined benefit
pian limitations under section 415(b) of the Code as long as the provisions
continue to be interpreted and administered as described above.

(3) The Pian with the DROP meets the deﬁnftely .detsrminable requiremantffcr
pension plans under section 1.401-1(b)(1)(I} of the Income Tax Regulations as
the Plan is currently written.

.(4)  The mere fact that Participant contributions that are already being pick#d-up
under the Plan pursuant to section 414(h)(2) of the Code will continued:
unchanged during participation in the DROP will not result in said contrfbutions
being ineligible for pick-up.

(5)  Credits to a participant’s DROP account are not distributions from the F‘fiar} and
are not subject to current income taxes or to the additionat 10% tax on early
distributions under section 72(t) of the Code. ’
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(6) Single sum distributions from a pamc:pant’s DROP account will be e!lgibie for
rollover under saction 401(a)}(31)A) of the Code.

This ruling Is directed only to the taxpayer that requested it. Section 6110(]()(3) ofthe
Code provades that it may not be used or cltad by others as precadent.

We have sent a copy of this letter to your authorized representative pursuant fo a power
of attomey on file in this office

If you require further assistance in this matter, pleas_e contact

- Sincerely yours, -

£ YA

James E. Holland, Jr., Manager
Employee Plans Technlcai '




MEMORANDUM

February 12, 1997

TO: Robhert Blum

FROM: Theodore Rhodes
RY ¢ : DROP

Attached are the materials I have relating to the DROP
program which did noﬁ provide for continuing accruals during the
DROP period. Some of the items may be of interest including the
discussion of the ADEA on page 21 of the memorandum dated

October 2, 1990.



MEMORANDUM

Getober 2, 18%0

To: N

FROM: Theodore E. Rhodes
Ellen Kohn
Cynthiaz L. Moore

RE: Issues Associated With Deferred Retirement Option Plan
("DROP™)

The following is our preliminary analysis of the matijor

questions that have arisen in connection with tne-

Employees' Retirement System's ("System®) establishment of the

JROP program.

1. CONSTRUCTIVE RECEIPT

Upon commencement of participation in the DROP program,
retirement benefits that otherwise would have been payable to the
participant are instead credited to tha- participant's DROP ,
Account for the period of DROP participation. DROP NN
Moreover, during the pericd of DRO? participation, membership in
the basic System ceases. ORroP NN Neirerth31955, amounts

credited to a participant's DROP Account will not be taxable at
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the time of crediting, because such amounts are not actually
distributed from the System Trust and received by the participant
at that time. '

For taxable years beginning before January 1, 19582,
Code section 402(a) (1) provided for the taxation of amounts
actually distributed "or made available." Thus, qualified plan
participants were subject to tax on amounts constructively as
well as actually received dutinq & taxable year. The concept of
constructive receipt was removed from Code section 402 (a) (1} by
Section 31l4(c) (1} of the Economic Recovery Tax Act of 1981
{®ERTAM), —, which deleted the phrase "or made
available®* for taxable years beginning after December 33, 1981.
The law currently érdvides that distributions from gqualified
plans are taxable to the distributee in tha year in which such
amounts are "actually distributed." Code § 402(a) (1).
Consequently, amounts credited to the DROP Account will not ba
taxable to participants until they are actually received upon ths
termination of employment. |

Moreover, it is our view that, even under pre-ERTA law,
amounts credited to the DROP Account would not have been viewed
as constructively received by participants pricr to the
termination of their employment. Prior to ERTA a participant's
interesﬁ in a gualified trust was treated as constructively
received when it was "unconditionally credited to or set apart
for him and made subject to his withdrawal or other disposition.”

| The two general classes of
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cenditions that cperated to prevent constructive receipt were (1)
penalties for withdrawal and (2) a prior irrsvocable electisn to
defer distribution to a fixed or determinable future time. Ig,
SR orcvided that a condition that was without
substance would not prevent censtructive 'x:aceipt of a
participant's interest. However, deferrals to the termination of
employment, for a period of ten years or until retirement were
considered substantial.

A participant who wishes to enter DROP must make a
prior irrevocable election to defer the receipt of the amounts
credited to the DROP Account until the termination of his
employment. DROP SJMMM. Thus, the irrevocable election to
defer receipt of the amounts credited to the DROP Account weuld
have been sufficient to prevent constructive receipt under pre-
ERTA law. See _a_g.__g_g_ (December 3, 1579) (deferral until

termination of employment precludes constructive receipt); ~

SN (:a:ch 13, 19s0); UMMM (December 15, 1978) (same).

You have alsoc asked whether an individual who elects a
pericdic payout under DROP SN i1l nonetheless be
considered in constructive receipt of the lump sum amount in the
Account. For the same reasons as set forth above, a participant
will be taxed only on the ampunts actually distributed to him.
Finally, interest earned on the Account will not be taxable to a

participant until actually distributed.
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While not a constructive receipt guestion, you have
also asked whether amounts in the DROP Account are subject to an
IRS levy. Because the amounts held in the DROP Account have not
been constructively received by the participant, thay are treated
as remaining in the pension plan and generally not available to
creditors of the participant. See cbde § 401{a){13). However,

under 4

7 b, the anti-assignment rule
of Code § 401{a)(13) does not apply with respect to the
enforcement of a Faderal tax levy made pursuant to Code § 6331,
Accordingly, the amounts hald in the DROP Account will he subdect

te an IRS levy under Code § 6331.

IT. A ABYT Y .OF o ON 431
Section 414 (k) of the Internal Revenue Code ("Code¥)
provides, in relevant part:

(k) CERTAIN PLANS.-=A defined benefit plan which
provides a benefit derived from employer contributions which
is based partly on the balance of the separate account of a
participant shall--

{1} for purposes of section 410 (relating to
minimum participation standards), be treated as a
defined contribution plan,

(2} for purpcses of secticns 72{(d) {relating to
treatment of employee contributions as separate
contract), 411(2)(7){A) (relating to minimum vesting
standards), 415 {relating to limitations on benefits
and contributions under qualified plans), and 401 (m)
(relating to nondiscrimination tests for matching
requirements and employvee contributions), be treated
as consisting cof a defined contribution plan to the
extent benefits are based on the separate account of
a participant and as a defined benefit plan with

- respest—to -the remaining-portion of bemefits under
the plan, . . . . _
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the Internal Revenue

Service ("IRS") ruled that in order ‘o constitute a Code section
414 (k) plan, the plan previsions governing the participant's
sSeparate account must satisfy the requirements of a defined
contribution plan. Code section 414(i) defines a defined
contribution plan as:

a plan which provides for an individual

account for each participant and for benefits

based solely on the azmount centributed to the

participant's account, and any inconme,

expenses, gains and losses, and any

forfaitures of accounts of other participants

which may be allocated to such participant's
aceount.

In SRR :he IRS concluded that a separate account
established in a defined benefit plan to hold mandatory emplovese
contributions was not a defined contribution plan within the

meaning cf Code section 414(1), because an assumed rather than

actual rate of interest was c;'edited te the aéccunt. ‘

We understand that under the DROP program, no iﬁterest
will be credited to a participant's DROP Account during the
participation period. Thereafter, interest will be credited at
the end cf each plan year at a rate equal to the System's rate of
return less one~-half of one percent. DROP - Because
the DROP Account will net be credited with the actual interest
earned on the Account balancé, it is our view that the DROP
program should net be considered a Code section 414 (k) defined

contribution plan within a defined benefit plan.
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This view is confirmed by a discussion contained in the
preamble to the regulations promulgated by the Treasury
Department under Code secticn 415. The preamble states:

One commentator guestioned the appro-
przate section 415 treatment to be given a
pension plan which provides that, on
attaining normal retirement age, the accrued
henefit of a participant who works past
normal retirement age is physically
ssgregated. The participant is then
typically given the right to direct the
investment of this segregated acoount, and
will be paid the balance of that account at

- actual retirement. The commentator suggested
that this type of plan invelves a defined
benefit plan that converts (at least for the
individual working past normal retirement
age) into a defined contribution plan after
normal retirement age for purposes of
applying the section 41% limitations.

However, under the ragulations, this
type of plan is governed by the limitations
of section 415(b) at all times, and is not
converted intc a defined contribution plan
after normal retirement age merely because a
participant's accrued benefit is phys;call
segregated,

Morecover, although the structure of the DROP proqfam is

quite unusual in the context of a defined benefit plan, it should
not affect the qualified status of the System if the program is

administersd in accordance with the applicable regquirements of

the Code, as discussed more fully below, InH
— the IRS provided advice concerning the federal

income tax treatment to be accorded the United States Civil
Service Retirement and Disability Fund. Under the terms of that

plan, emplovees who terminated from service affer bacoming
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entitled to receive an immediate retirement benefit could Sefer
receipt of their retirement benefits. Upon electing to receive
hénefits, the participant received a lump-sum payment
representing accrued meonthly installments covering the pericd
from the date of termination to the date the claim for benefits
was flled. Theresafter, he received monthly annuity payments for
life. Although Rev. Rul. 6B-486 dealt with the issus of
constructive resceipt (and found thét there was none}, there was
no suggestion that the arrangement affected the plan's gualified
status. Moreover, numercus plans, including the System, provide
for a holding of distributable retirement benefits in the event
that a participant cannot be located. We have found no authority
to suggest that holding or separately accounting for such amounts
disqualifies é defined benefit plan or converts it, in part, into

a defined contributicon plan.

III. JOINT AND SURVIVOR ANNUITY RECUTREMENTS

We have been asked to consider the joint and survivor
annuity requirements for individuals who elect tu participate in
the DROP progran, since gavernment&l_pians are nct exempt fron
the requiramahts of Code sections 401{a) (11) and.417.‘ As we
understand the bensefit payment procedureg under the System, an
eligible participant commences the procedure by filing an
Aapplicatian with the Board of Trustees of the System. Sl

— Upon application, z member may elect from

various forms of benefits, including a qualified joint and
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survivof annuity ("QJISAY). Rev. Stats. § 42:577. Benefits arve
effective on the later of the daté the applicatien is.filed with
the Board or the day after the member terminates from service.
T hus, che annuity starting date undar
the System, generally is the later of the application filing date
or the first day after the member terminates from service.

A participant who enters DROP is considered by the
Systam to be a retired person and to have tarminated from
service. e ss——
Benefits that would otherwise have been due the participant are
credited to the DROP Account. DROF Y. If, after the
participant terminates from DROP he continues employment with the
State, his benefits from the System cease being credited toc the
DROP Account and are essentially suspended. Dror SRR
When the participant subsequently terminates State employment,
benefits recommence. However,.tne benefit amounﬁ will be

adjusted upwards to take into account accruals earned after the

close of the DROP period, in accordance with DROP S
—.

The Code and requlations provide that if a participant
dies before the "annuity startihg date, " vested heﬁefits must be
paid to the surviving spouse as a qualified preretirement
surviveor annuity'("QPSA"), unles§ otherwise waivad. Likewise, if
& participant survivas until fne annuity starting date, benefits
must be provided in the form of a QJSA, unless wﬁived.. Code |

section 401{a) (11) (A) /9N
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and QJSA rights may apply similtaneously to different gorticns of
a participant's benefit if the annuity starting date has occurred
cnly with respect to a portion of the participant's benefit~‘
Id., Q&A-9. Moreover, a waiver of a QIEA is only effactiva if it
is made within S0 days before the annuity starting date. 1g;,
Q&A-10(a). Finally, if a participant divorces his spouse aftar
the anmuity starting date, the participantfs spouse on the
annuity starting date remains entitled to the QJISA protection
under the plan. Id., Q&A-ES{bj{3}.

Therefore, in order'ta determine the joint and surviver
requirements for DROP participants, it is essential to determine
the meaning of the term "annuity starting date" in ﬁhis context.
The annuity starting date is (1) the first day of the first
period for which an amount is pavable as an annuity, or (2 in
the case of a benefit not payvable as an annuity, the first day on
which all events have occurred that entitle the participant to
such benefit. Code section 417(£) (2} (A). Although the Code
definition refers to amounts that are "payable," the regulations

amore narrowly define the annuity‘staxting daté ag the first day
of the period for which "an amount is paid as an annuity or any

other form.! '-(emphasis

added) .
The regulations provide special rules governing
situations in which (1) an employee begins to receive retirement

benefits and then returns o employment and (2) an employee
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continues to work after normal retirement age but does not
receive benefit payments until his termination.

(d) Other rules-—(1) Suspension of benefits.

If benefit payments are suspended after the annuity

starting date pursuant to a suspension of benefits

described in section 411(a)(3) (B) after an employee
separates from service, the recommencement of benefit
payments after the sugpension is not treated a5 a new
annuity starting date unless the plan provides
otherwise. In such case, the plan administrator is not
required to provide new notices ner to obtain new
waivers for the recommenced distributions if the form
of distribution is the same as the form that was
appropriately selectad prior to the suspansion. If
benefits are suspended for an employee who continues in
service without a separation and who never receives
payments, the commzencement of payments after the period
¢f suspension is treated as the annuity starting date

‘ uniess the plan provides otherwise.

Although the foregoing regulations do not expressly
address the DROP situation, it is our view that a good argument
can be made that a participant’'s annuity starting date with
respect to his basic System benefit ang amounts credited to the
DROP Account is the date he enters the DROP program. Although
amounts are not actually'paid or payable out of the Trust on that
date, the individual is considered retired from the System and is
viewed as receiving retirement benefits. The benefits te which
he would otherwise be entitled if he terminated employment are
credited to the DROP Account and, in the event of his death

before actual distribution, will be distributed in accordance
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with state inheritance laws. Thus, amounts credited to DROP are
clearly treated by the System as paid.¥
Horeover, a DROP participant who remainz in enployment
after the DROP program, should not be treated as having a new
annuity st&rting date when he subsaquentl?'retiras, at least,
with respect to his accrued benefit earned prior to DROP. The
DROP situation is analogous te the rule set forth in e
S hich provides that if benefit
payments commence and then ara‘suspended during a period of
reemployment, the recommencement of benefit payments is not
treated as a new annuity starting date unliess the plan ﬁravides
otherwise.¥ |
The additional accruals earnsd by participants after
the DROP program are subject to a different analysis. . The
regulaticns provide: |
(2) Additional accruals. In the case of an annuity

starting date that occurs on or after normzl retirement
age, such date applies to any additional accrualis after

M The regqulations contain a special rule for Code section
414(k) plans that requires each portion of the plan to be treated
separately. { e _ . N N Because we
have determined that this is not a 414{k) plan, this section of
the regulations is inapplicable.

u

i ——— _— alse provides that,
unless a plan orovides o ge, if benefits are suspended for
an employee who continues 1n service without a separation and who
never recelves payments during that servxca, the commencement of
payments when he tarminates from service is treatred as the
annuity starting date. Even if DROP participants are not viewed
as receiving payments when amounts are credited toc the DROP
Account, this section would appear to suggest that the plan
prcvxsmcns govern if the plan provides that the annuity startlnq
date is the date a participant enters DROP.
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the annuity starting date, unless the plan provides
otherwise. For example, if a participant who continues
to accrue benefits elects to have benefits paid in an
optional form at normal retivement age, the additional
accruals must be paid in the optional form selecteg
unless the plan provides otherwise. In the case of an
annuity starting date that cccurs prior to normal
retirement age, such date does not apply to any
additional accruals after such date.
Id., Q&A=-10(d)(2). Thus, if the additional accruals are viewad
as occurring after normal retirement age, the original annuity
starting date will apply and no additional joint and survivoer
obligaticns will arise.

— provides that for
puUrpeses of the QJISA requirements, the term "normal retirement
age® has the meaning set forth in Code section 411{a)(8). Thus,
although Code section 41l(e)(2) provides that governmental plans
need only comply with the requirements of Code section 411 asg in
effect on September 1, 1574, the current definition in Code
section 41l(a) (8) would appear to be relevant for puxpgses'of
determining the System's joint and survivor annuity obligations.
Normal retirement age is defined as the earlier of {1) the time
specified in the plan at which a participant attains normal
retirement age, or (2) the later of the time a participant
reaches age 65 or the 5th anniversary cof the commencement of plan
participation. Code section 411{a)(8). Regulatisons undar
section 411(a)(8) provide that if a plan does not specify a

normal retirement age, then normal retirement age will be "the

earliest age beyond which the participant's benefits under the
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plan are not greater ssolely on account of his age or service."

The sSystem does not specify a "normal retirement age,"

although it does provide criteria for eligibility for an

unreduced pension based upon a combination of age and years of

service, - Therefore, as currently
drafted, it appears that the.plan‘s normal retirement age is the
earliest age beyond which a participant doess not acerue
additicnal benefits. This age is linked directly to each
participant's years of service, bescause annual benefits afe based
on 2.5% of average compensation times years of service, plus

$300, to a maximum of 100% of average compensation. “
_. Once a participant works 40 years, his annual

benefits will not increase sclely on account of his age or
subsequent vears of service. Thus, for example, the normal
retirement age for a participant whe retires at age 50 with 30
years of service is 60, not 50. Likewise, the normal retirement
age for a participant who retires at age 60 with 10 years of
service would be 65 (the later of age 65 or his Sth anniversary
of participation). Accordingly, the normal retirement age for
participants under the System will vary with each participant's
individual circumstances.

Iﬁ view of this fact, there are many inétances in wnich
participation will bagin'in thﬁ DROP program pricr to a
participant's normal retirement age. In those cases, the DROP

annuity starting date will precede the participant's normal
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retirement age and will entitle such a participant wﬁo accrues
additional benefits after DROP participation to a new annuity
starting date for those accruals.

In order to aveid this result, we ﬁould suggest that
the provisions of the System be amended to specify that ngfmal
retirement age is the date that a participant first becomes
eligible to receive an unre&ucad pension under“

S n that way, normal retirement age will always precede
the date a participant enters DROP.

It should be recognized that our analysis of the joint
and surviver requirements hinges on the argument that a
participant's annuity startinq date is the datg he enters DROP,
even though anounts are not distributed from the Trust at that
time. Although we believe that this argument has merit, it is
our view that this positicn is likely to be challenged at some
point by a disgfuntlad spouse or a participant whose spouse dies
during or after the DROP pericd. If you consider it important to
avoid the possibility af challenge, a second election should be

provided prior to the participant's termination from employment.

IV. APPLICATION OF CODE SECTION 415 LIMTTS

A, Are DROP payments added to regular benefit

payments for purposes of section 4315 limits?

Upon termination of -employment, a participant is
entitled to receive (1) the amount credited to his DROP Account,

in either pericdic payments or a lump sum, plus (2} regular
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menthly retirement benefits under the System. Where a

participant has continued employment after his pericd of

participation in DROP, the amount credited to the DROP Account

includes interest earmed on the Account cduring the period of

employment after participation. Thus, the question arises

whether the amounts contributed to the DROP Account during the

DROP period or the interest credited to the Account, or both, are

subject to the limitations of Code section 415. |

As set forth above, it is our view that the DROP

Account does not constitute a defined contributicn plan within a

defined benefit plan pnder Code section 414(k). Moreover, as we

indicated, the preamble to the Code section 415 regulations

suggests that the DROP Account would be governed by the defined

benefit limitations of section 415(b) and would not be "converted

.inta a defined csntributimﬁ plan . . . merely because a P
. participant‘s accrued benefit is physically séqreqated."’
- SR .. Thus, the DROP Account should be analyzed under ;

Code secticon 415(h). P N

Section 415(b) of the Code limits the annual benefit

‘tnat is payable under a defined benafit plan. Specifically, the
annual benefit is limited to the lessér of $90,000 ($102,582 as
adjusted for 1890} or 100% of a participant's average
compensation for his high three yesars. Code section 415(by(1).
The term "annual benefit" is 6efined as "a benefit payable

annually in the form of a straight life annuity . . . .* Code

section 415(b) (2)(A) 8 In addition,
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Lo the extent a plan provi&es for a benefit in any form other
than a straight life annuity, the Code provides:

'[Tlhe determinations as to whether the

[Section 415(b) (1) limitation] has been

satisfied shall be made, in accordance with

regulations prescribed by the Secretary, by

adjusting such benefit =o that it is

equivalent to [a straight life annuity].

Code sectiocn 415(b){2)(3). Thus, all amounts considered part of
the énnual retirement benefit must be taken into accaﬁnt under
section 415(b).

As discussed above, it is our view that the amounts
contributed to the DROP Accaunﬁ during DROP participation
constitute the payment of retirement benefits and, thus, sheould
not be viewed as increasing the annual benefit otherwise payable
under the plan. The preamble to the section 415 régulatimns aisa
suggests that when an accrued benefit-is held and not paid it ig
viewed as "segregated" rather than as an additisnal acerual.
Althmugn there does not appaé: tec be any authority on point, it
is our view that banefits that are held in a plan pending payment
to a missing participant should not he subject to 415(k). The
same reasoning should épply to ameounts credited to the DROP
Account.

Moresover, the regulations expressly exclude fronm the
definition of the term annual benefit amounts attributable o
assets transferred from andthar qualified plan, employee
contributions, and rollover contributions. “

Although these exclusions do not literally
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cover amounts craedited to tne PROP Account, the result should not
- differ simply because amounts are held in the System Trust rather
than Eeing transferred to another gualified plan.¥

Two rulings address section 415(b) in the context of =
transfer of assets to a separate account in a defined benefit
plan. In{ER :cvermber 25, 1887), a trustes transferred
the account balance of a participant in a profit-sharing planm to
a defined benefit plan of the same emplover. The defined benefit
plan maintained separate accounts: one for the account balance
transferred frcﬁ tha profit—snarinq plan and one for the
participant's regular accrued benefit under the defined benefit
plan. The IRS ruled that the amounts transferred would not

constitute part of the annual benefit for purposes of saction

415(b), reasoning that{ R provides

¥ There is authority that suggests, however, that the plan~-
to-plan transfear exclusion would not be applicable in this case.
In G (December 16, 1985) a taxpayer requested a ruling
that he could withdraw his nondeductible voluntary contributions
from a defined benefit plan and replace them at a later date
during the same taxable year without the later centribution being
considered an annual addition under Section 415(c). The IRS
1n1t1ally ruled that there would not be a second annual addition
in this situation, reasoning that the resgulations under Section
415 (c) define annual addition to exclude a direct transfer of
employee contributicns from one gualified plan to another. The
IRS later withdrew this ruling., The next time this issue aross,
in {March 5, 1986), the IRS ruled that the
replacement Of previcusly withdrawn employee contributions
resulted in a second annual addition, reasoning that a withdrawal
of employee contributions followed by a replacement of those
contributions in the same year was "not among the exceptions
menticned in section 1,.415-6(b}(3). . . ." Id. This ruling
suggests that the IHS takes a literal vxew of the exceptions,
which might preclude the tresatment of the DROP Account as
transfer:ad assets. :
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that "the annual benefit attributable to the assets transferred
does not have to be taken intc account . . . in applying the
limitations of section 415{b)." iﬂ.

The ruling did not mention whether the separate écccunt
holding the transferred assets earned interest, nor did it
address whether such interest could be excluded in determining
the section 415(b) limit. But the ruling, and the regulation,
axpfessly exclude benefits "attributable" to transferred assets,
raising at least the implication that both the assats transferred
and their earnings may be excluded from the calculation of annual
benefits. See g;;g_mugust 26, 1881). |

Althaﬁgh we feel fairly comfortable that amounts
initially credited to the DROP Account are not taken into aceount
in determining the annual benefit payable under the plan. we feel
less comfcrtable about the result with respect to earnings

credited to the Account, despite the language of the regqulations

and the foregoing letter rulings. Inj the IRS
considered a defined benefit plan under which participants
received not only the defined benefit specified by the plan but
alse the balance in their individual account. The individual
aécountﬁ were credited with earnings in excess of the investment
vield assumptions used in the valuation of the plan. The IRS
concluded that this plan was a section 414(k) plan. Acccrﬁinqu,

it ruled that the individual dccount portion of the plan was

subject to the limitations cf Code section 415(c).
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Because excess earnings under the defined

benefit portion of the plan are not used to

reduce future emplover contributions, as

generally would be required, but are credited

toc the participants' individual accounts and

directly inerease the participants! accrued

benefits, these excess earnings allocations

are annual additions to the individual

aceounts for purposes of section 415(c) of

the Code.

Although not directly applicable bacause it deals with
a section 414(k) plan,.Jd NN ould seem to suggest
that where additional amounts in excess of the retirsment
benefits previcusly acerued are credited to an individual in‘a
defined benefit plan and increase the participant's benefit under
the plan, those amounts should be subject to section 415.
Although the amounts transferresd to the DROP Account represent
payment of, rather than an increase in, a participant's accorued
benefit, the interest earned on the DROP Account does seem to
provide an additional benefit akin to the benefit discussed in

N Ve discussed this issue, on a no-name basis of

course, with a fepresentative of the IRS. He confirmed our view
that the amounts initially credited to the DROPF Account should
not be considered part of the annual benefit, but that the
interest acerued on the Account does represent an additional
benefit that should be taken intc account under Code section 415.
Therefore, it is cur view that the annuitized value of the
interest credited to a participant in the DROP program should be

taken intec account in determining the participant’s annual

_ benefit.
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This result should not have a practical effect in most
casas because, as set forth below, average compsnsation for
purposes of section 415 will generally be increasing more rapidly
- than the participant's 415 annual benefit. However, as to those
participants who are affected, you may want to consider the
establishment of an excess benefit plan, to tha extent permitted
by Code secticn 457.

B. What salary period should be considered +he

"h est 3 veays! for section 415 purposes?

Section 415(b) of the Code defines a participant's high

three years as the "period of consecutive calendar vears (not
more than 3} during which the participant was both an active
participant in the plah and had the greatest aggregate
compensation from the employer." Code section 415(b) (3).
However, the regulations under section 415(b)(3) alter the
statutory definition slightly by eliminating the raquiramentrthat
the high three years be yvears during which the individual is an |
active participant:

For purposes of applying the limitation on

benefits described in [Section 415(b)j}, a

participant's high 3 yvears of service is ths

pericd of 3 consecutive calendar vears . . .

during which the employee has the greatest

aggregate compensation . . . from the
smployer.
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% We confirmed with a

representative of the IRS that the IRS views the requlations as
controslling on this issue.

Consequently, the employees’' three cansecuﬁiva calendar
Years of greatest compensation, whether they cccur befors, during
or after participation in the DROP program, should be the period
used for purposes of determining average compensation under Code

secticn 415(b}) (3}.

' APPLICATION COF THE AGE DISCRIMINATION IN
EMPLOYMENT ACT ("RDEAW"Y

Ag set forth above, participants in the DROP program
. are deemed by the System to be retired and do not accrue
additional pension credit under the basic System while their
participation continues. DROP“ If a .participaﬁt
remaing employed after the DROP period, accruals resume.
Howevgr, such aceruals are based solely upon service performed

after the DROP peried and do not include post-DROP compensation

*  This portion of the regulation was not changed from its
proposed form. The preamble to the proposed regulation provided:

The regulations provide that a participant's
high three years of service is the pericd of
three consscutive calendar yesars during which
the employee had the greatest aggregate
compensaticn from the employer.
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unless the participant remains employed for at least 36 months
following the termination of the DROP period.¥

Under certain circumstances, the tetal acerued banafit
of a participant who elects the DROP Program may be less than the
benefit he would have earned had he simply remained in the basie
System until his termination.® Therefore, it is possible that a
participant who did not fully understand the significance of his
decision to enter the DROP program may seek to bring an action
undeyr the ADEA to racover additional pension benefits.

In 1886, Congrass enacied tha'amnibus Budget
Reconciliation Act of 1986 ("OBRA") which amended the ADEA by
adding a new Section 4(i), which provides:

(1) Except as otherwise provided in this
subsectivn, it shall be unlawful for an emplover, an
employment agency, a labor organization, or any
combination thersof to establish or maintain an

employee pension benefit plan which regquires or
permitg e~ :

(A) in the case of a defined benefit plan,
the cessation of an empleoyee!s benefit accrual, or

¥ This dual track of benefit aceruals for participants who
wWoTR after participating in DROP may violate the requirements for
the provision of nondiscrininatory benefits under code section
401(a) (4). We have not analyzed this issue at thiz time since
the IRS in ites recent proposed regulations issued on May 14,
1990, exempted governmental plans from the non-discrimination
requirements until plan vears beginning after December 31, 1992,
Y. 1o addition, we have not considered
whether the provision of benefit accruals vieolates the rules of
Code section 411 since governmental plans are exempt from these
requiremsnts.  Code section 411{e}) (1) (A).

¥

sst likely te occur where a participant has a
7Y increase after entering the DROP program.
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the reduction of the rate of an employvee's benefit
accrual, because of age,

* % % @

(2) Nothing in this section shall be construed to
prohibit an emplover, employment agency, or labor
organization from cbserving any provision of an -
exployea pension bensfit plan to the extent that such
provision impeses (without regard to age) a limitation
on the amount of benefits that the plan provides or a
limitation on the mmber of years of sarvice or vears
of participation which are taken into acecount for

‘purpeses of determining benefit accrual under the plan.

() In the case cof any embloyee who, as of the
end of any plan vear under z defined benefit plan, has
attained normal retirement age under such plan~-

(A} if distribution of benefitsz under such
plan with respect to such employee has commenced
as of the end of such plan year, then any
requirement of this subsection for continued
accrual of benefits under such plan with respect
to such employee during such plan year shall be
treated as satisfied to the extent of the
agtuarial eguivilent cof in-service distribution of
benefits, and

(B if distribution of benefits under such
plan with respect to such employee has not
commenced as of the end cof such year in accordance
with section 1056(a){3) of this title and section

; 401(a) (14)(C) of title 26, and the payment of
benefits under such plan with respect te such
employsze is not suspended during such plan vear
pursuant to saction 1053({a) (3) (B} of this title or
section 411l(a)(3)(B) of title 26, then any
reguirement of this subsection for continued
accrual of benefits under such plan with respect
te such employee during such plan vear shall be
treated as satisfied to the extent of any
adjustment in the benefit payable under the plan
during such plan year attributable to the delay in
the distribution of benefits after the attainment
of normal retirement age.

The provisicns of this paragraph shall apply in
accordance with regulations of the Secretary of the
Treasury. Such regulations shall previde for the
application of the preceding provisions of this
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paragraph to all employee pension benefit plans subject

te this subgection and may provide for the application

of such provisions, in the case of any such employea,

with respect to any period of time within a plan vesr.
29 U.S.C. § 623(3).Y The conference Report to OBRA provides:

It is the intention of the conferees, in adopting the

apmgndments to ADER (new cec. 4{i)), that the

reguirements contained in section 4(i) relsated tu an

employee's right to benefit accruals . . . shall

constitute the entire extent to which ADEA affects such

benefit accrual and contribution matters with respect

- to such plans on or after the effective date of such

provisions.
H.R. Report $9-1012, Conference Report te Accompany H.R. 5300,
99th Cong., 24 Sess., at 382.Y

We believe that a gocd argument exists that the DROP
program violates neither the spirit nor the letter of section
4(i) of the ADEA. That section prohibits a defined benefit plan
from ceasing or reducing accruals '"because of age.” The
legislation was aimed at preventing pension plans from ignoring
altogether an employee's post-normal retirsment age years of
service. 132 Cong. Rec. S12%66~03 (1886). The System does not
ignore years of service performed by older employees. Rather, it
provides all participants the opportunity to receive credit for

vyears of service to a maximum of 100 percent of compensation or

1/ section 411 of the Code was amended at the same time to add
a parallel requirement. That provision does not apply to
governmental plans, however.

& For this reason, we do not believe that the more general
prohibitions against discrimination contained in the ADEA and the
legislation pending in Congress to overrule the Supreme Court's

- decigion in Betts are relevant to this inguiry.
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roughly 40 years of service.! In addition, it provides
employees who are eligible for an unreduced pension an
alternative benafit under the DROF program. The offar of this
additional form of benefit, when viewed in the context of +he
basic benefit offered to all employees, should not viclate
section 4(i) of thes ADEA. The preamble to the proposed IRS
requlations provides that accruals will be considered reduced on
account of aée
if opticnal forms of benefits, ancillary benefits or
other benefits, rights or features . . . that are

“~yvided with respect to benefits or allocations priocr
such age are nept provided (on terms that are at

5{ o KK 8t as favorable to employees) with respect to

@\L ‘ W efits or allocations after such age.

s \ N
) Q§\ L1876 (April 11, 1988} (emphasis added). Where, as
N

-\\W mloyees are offered an optional form of benefit not
py 7 nger employees, there should be no finding of age

Nonetheless, if the DROP program, and its effect on
post-DROP period aceruals, is viewed in isolation, certain
participants may be able to make. out an ar;gixment that their rate
of accrual was reduced because of DROP. During the DROP periocd,
if participants are viewed as receiving payments, an argument can

be made that there is no violation of the ADEA, so long as the

& The proposed regulations promulgated by the IRS under Code
section 411 also apply to section 4(1) of the ADEA. 53 Fed. Reg.
11876 (April 11, 1%88). Those regulations expressly permit
defined benefit plans to limit the number of years of service
taken in account for purposes of determining accrued benefits and
to limit benefits to a specified percentage of compensation.
Prop. Treas. Reg. § 1.411(b)-2(B){2}(i}. .
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actuarial value (determined as a monthly benefit) of the amount
credited to the DROP Account exceeds the benefit that would
otherwise accrue under the basic System. ADEA, section 4(i)(3)(n):
Prop. Treas. Reg. § 1,411{h)~2(b)(4){iv}_2x. 3.

After the DROP pericd, participants who continue in
service receive additional accruals. Hoﬁever, those accrualg
will often not match accoruals that would have been provided under
the basic System. Because the Treasury regulations permit plans
to provide different rates of accruals “on a uniform and
consistent basis," an argument cbuld be made that the lesser
accrual for DROP participants is acceptable. Because, however,
participation in DROP depends, in cartain'cixcumstahces, on the
participant®s age, the strength of this argument is
questionable.¥

Therefore, although we believe az good argument exists
that the DROP program does noct vioiate the ADEA, you should be
aware that possible chalienges may be made on this ground. In
order to reéuée to a minimum the likely success of such
challenges, we would suggest that you disclose fully to each

prospective DROP participant the conseguences of their election.

&/ In any event, to avoid ‘actuarially adjusting the benefits of
participants who remain employed after the DROP program, such
participants should be provided a suspensicen of benefits notice
when their DROP participation ceases. Prop. Treas. Req.

§ 1.411(b)-2(b) (4) (iv) Ex. 1.
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v. TAXATION OF DISTRIBULIONS

You have advised us that employee contributions paid
prior to January 1, 1984 were not tax sheltered and that the
System uses the simplified method to calculate the excludable
amournt of the monthly retirément‘benefit. Yﬁu h&ve asked us to
discuss the effect that the DROP program will have on the
eayation of distributions from the System. In particular you
have asked: Should an excludable amount be caiauiatad for the
'aﬁcunt credited to the DROP Account? If so, how should it be
calculated and how should it be reported? Is the treatment
different if the retiree receives a lump sum distribution of the
DROP Account in lien of monthly disbursements over the number of
years? If an excludable amount must be calculated for the DROP
Acccunt, what are the reporting :equirements we must follow if we
are unable to calculate the excludable amount due to Systenm
limitations?

Based on the facts and analysis set forth below, it is
our opinion that the System may use the simplified method of
calculating the excludable amount with respect to the entire
System benefit regardless of whether the’DRDP bénefit portion is
distributed in periodic payments or in a lump sum. In the

limited circumstance where a2 participant initially chooses to



receive his DROP benefit in thé form of a pericdic .payment, and
subseqdently chooses to receive the DROP benefit in a‘singla lump
sum, it will be'nacasﬁary for the System o caleoulate an
excludable amount with respect to the lump sum payment. Seg
Section C(3), infra.

A, cbu B 11

Duxi&g the period of-DRDP participation, membership in
the basic System ceases and the participant is considered to b_e
in a retired status. DROP{SNR CUpon commencement of
participation in the DROP program, retirement benefits that
otherwise would have been payable to the éarticipant are instead
credited to the participant's DROP Account for the period of DROP
;:artic:ﬁ.pation. DROP —. The monthly credit to the DROP
‘pccount is calculated on the basis of the pmicipant‘s final
average compensation and creditable service as they exist on the
date partlalpatxam in the DROP program commences. DROP
_ The DROP Account is not credited with employee
centributions at any time. Furthar, no interest is credited to a
partzc:.pant's DROP Account during the DROP participation perwd.
After DROP participation ends, howava_x:, interest is credited to
the DROP Account at the end of each plan vear at a rate equai to
the System's rate §ﬁ return less one-half of one'ﬁexcent. DROP
S

Upon termination of employment, a participant may begin
o receive both his regular monthly retirement benefit and the

amourt held in his DROP Acccunt. DroP G NENER The



usn

participant may choose to receive nhis DROP penefit either in a

single lump sum or in periocdic payments in any manhner apprdvad by

the Board. D’RQP‘ . 1If a participant chooses a

pefiodic payment; it is our understanding that the participant
may change his election during the first calendar year after
payments begin and receive the remaining amount in his DROP
Accoount in'a single lump sum.

A participant's regular menthly retirement benefit is‘
cﬁlculateﬁ as follows: First,Aif a participant does not continue
employment after tné DROP participatian period, his nonthly
retirement benefit is equal to his "base penefit®. DROP

Hy ‘second, if a2 partiﬁig:ant continues employment
after DROP participation for a periocd of lesé than 3 years, his

 reguiar retirement penefit istequal to his base benefit plus an
additional amount calculated on the basis of the service credit
£or the additional employment and the partici?ant's final average
compensation as it existéd at the commencement oi DROP
;participatic.m. DRO?“ Third, if a parti::ipant
continues employment after DROP participation for 2 period of
3 ysars or more, nis regqular retirement penefit is equal to his
pase benefit plus an additional amount calculated on the basis of
the service credit for the additional employment and the

participant's final average compensation f£or the period of

¥  a participant's "base penefit® is an amount egual to the
monthly credit to the DROP rccount, as calculated at the
commencement of DROP participation, plus coanversion of sick and
annual leave, if any, which does not exceed the amount of sick

and annual leave credited to ‘the participant at the commencement
of DROP participation. DROP



employment after tarmlnatlon of DROP participatich. DROP

—, Fmally, the *egular‘monthl‘y retirement benefit
will not be adjusted for any cost of Living ad}ustments granted
on or befores one year following termznat;on of participation in

DROP and employment. DRGP_. Thereafter, regular

monthly retirement benefits will be increased by any cost of
living adfustments that may be grantad. Thus, regardless of
whether a participant continues employment after his parti-

cipation in the DROP program ends, the amount of his regular
- monthly retirement benefit will be somewhat greater than the
amount of the monthly credit to the DROP Account.

Section 402(a) (1) of the Code provides that thé amount
actually diaﬁributed to any distributee by a qualified plan shall
'be taxable to him in accordance with the rules set farth undey |
sactxon 72 regarding the taxation .of annulties. Section 72
provides rules relating to the taxation of amounts received under
life insurahca, endowment and annuity contracts and, in general,
provides that amounts subject to section 72 are includable in the
gross income of the recipient “except te the extent that they are
cons;dered to rapresent a reduction or return of premiums or
other cans;deratzon paid." cCode saction 72(a}; Treas. Reg.

§ 1.72-1(a).¥

¥ After-tax employee contributions to a qualified plan are
treated as "consideration paid for the contract" for purpeses of
secticon 72. Code ssction 72(f); Bee also PLR 8618061

(February 7, 1986) (the investment in the contract for purposes
of section 72 generally will be the employee's contribution to
the plan). L



B. Apalvsis
1. Single Contract v. Separate Coptract

Treasury regulations provide that, for purposes of
applying section 72 to distributions from qualified plans, "each
separate program of the employer consisting of interrelatad
contributions and benefits shall be considered a single |
contract.” Treas. Reg. § 1.72-2{a)(3)(i). Therefore, as &
threshold matter it is necegsary to determine whether or not the
regular retiremeht benefit and the DROP benefit constitute one
separate prograﬁ‘oﬁ interrelated contributions and beneafits,

The regulations provide that the existence in a plan of
opticonal forms of &istributipn does not result in seéarata
contract treatment where the availability Sf the oytianﬁ does not
affect the total amount received under the Plan. For example, in
Treas. Reg. § 1.72-2(a)(3){iv), Example (2), a participant in a
prcfit-shafing plan was entitled to an in-service pericdic
distribution of the amount in his account during ﬁny peried in
which he was absent from work due to a pérsénal injery or
sickness. Upon separation from service, a participant was
entitled to receive a periodic distribution or a distribution in
a lump sum. The example concludes that the profit-sharing plan
consisted of only bﬁa séparate program of interrelated

contributions and benefits, because it was the total amount

received under all the options and not the amount received under

- 'ﬁw\m..ﬁx



any one option that was interrelated with the co#tributians g
the plan. Igd.
| Similarly, in PLR 8946052 (August 23, 188%), an
employer established a defined benefit plan, pursuant to a
cellective bargaining agreement, under which participants
received benefits based on both employer and employee
centributions. The normal form of benefit under the plan wés‘a
monthly llfe annuity. The plan provided an optionazl form of
benefit under which a participant could elect to recéive an
actuarialiy eqﬁivaient cash payment in lieu of ocne~half of his
monthly life annuity. Further, the participant could elect to
receive the cash payment either in a lump sum or in ecqual monthly
ingtallments over a term certain of up to three'years..

| The employer.sought a ruling that all.benefit payment
cptions under the defined benefit plan would be cénsidered as
received under the same program of interrelated contributions and
benefits. Referring to the rule that all payments which are
attributable to a separate program of intesrrelated éaniributians
and benefits are considered as received ﬁn&er a single contract,

the IRS stated:

Gerierally, if a plan distribution causes a
reduction in future annuity payments, this
distribution would not be from a separate
contract.

Id. The IRS then ruled that the various benefit -optiocns
available under the defined benefit plan would be considered as

received under the sane program of interrelated contributions and

benefits. Id.



¥inally, in Rev. Rul. 685-486, 1968-2 C.B. 184, a
Federal civil service employee waited five years after his
retirement to file a claim for retirement benefits, even though
he was entitled to begin receiving a regular monthly annuity for
life at the time of his retirement., He received a lump sum
payment representing accrued monthly installments covering the
five-year period and, thersafter, received regular monthly
annuity payments. The portion of the lump sum payment repre-~
séntinq the first three years of accrued meonthly installments
exceeded his tntai-ccntributiuns to the Civil Service Retirement
Fund. Accordingly, the IRS ruled that orily that part of the lump
sum payment ﬁhat exceeded his contribution to the Ifund was
" includable in gross inccmé, because the retiree satisfied the
' three~year basis reéqvery rule in effect at that time. While
this ruling ﬁﬁes not expressly discuss the single versus separate
. contract issue, there was nc suggestion in tﬁé riling that the
iump sum amcount and ﬁhe monthly annuity amount should be treated
separately.

Because the amount credited to a participant's DROP
‘Aceount is directly dependent upon the participant‘'s base
benefit, future accruals are affected by DROP partiéipaticn and
the DROP Account can be viewed as representing nothing more than
a build-up of the participant's base benefit within the Systemn,

the foregoing rulings suggest that the regular retirement benefit



and the DROP benefit should be treated as received under a single

contract for purposes of section 72.%
2. Annuitv v. Nonanpnulty

The excludable amount of a distribution received from a
qualified plan is datermined,under se&ticn 72(by of the Code if
the distribution is tréateé as an "amount received as an
annuity." Code section 72(b); Treas. Reg. § 1.72-4. On the
other hand, the exclgdable amount is detersmined under sectinn
72(e) if the distribution is treated as an "amount not received

as an annuity."” Code section 72(e). The formula for calculating

¥  PLR 9015063 (February 14, 185%0) alsc provides support for
our view that there is a zingle contract. In PLR 9018063 an
employer sought a ruling that employee and employer contri-
butions to a contributory defined benefit plan would constitute
separate contracts for purposes of secticn 72. The reasons for
the IRS!' refusal to issue such a ruling are instructive. The IRS
noted that Code section 414(k) provides that a defined benefit
plan that provides a benefit derived from an employer
contribution, which is based partly on the balance of a separate
account for a participant, shall, for purposes of saction 72(4)
(relating to the treatment cf employee contributions under a
defined contribution plan as a separate contract) be treated as
consisting of a defined contribution plan to the extent benefits
are based on the separate account of a participant and as a
defined benefit plan with respect to the remaining portion of the
benefits under the plan. Id. The IRS stated, however, that a
defined benefit plan is to be treated as a defined contribution
plan only to the extent that the contributions maintained under
the separate account are credited with actual earnings. Because
participant contributions to the plan were not credited with .
actual earnings, the IRS ruled that the plan constituted a single
contract for purposes of section 72. As noted above, the DROP
Acecount is not credited with actual interest and, therefors, we
have previously concluded that the DROP program is not a section’
414 (x) defined contribution plan within a defined benefit plan.
Given that the DROP program is not a section 414(k) plan, PLR
9019063 suggests that the DROP program will be a single contract
for purposes of section 72. See also PLR 8926031 (March 31,
1989) (mandatory employee and matching employer contributions to
state pension fund do not constitute a separate contract).
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the excludable amount differs for annuitiss and nenénnuities, and
the simplified method of calculaﬁinq the excludable amount set
forth in IRS Notice 88-118, 1988-2 C.B. 450, is applicable only
to annuities to be paid for the life of the employee or the joint
lives of the employee and beneficiary. Jd. at 451. It is

therefore necessary to determine whether a participant's

- distribution from the System;‘which'will be composed of his DROP

Accocunt, as well as pre and post~DROP participation benefit
accruals, will be treated as an annuity or a nonamnuity for

purposes of section 72.

Treasury Regulations define "amounts received as an
annuity" as amounts that are payable at regular intervals over a
pariocd of more than one full year, provided the taotal of the
amounts payable or the pericd for which they are to be paid can
be determined as of the date the payments are deemed to begin.
Treas. Reg. § 1.72-1(b). ;n sddition, the regulations provide:

[Payments] are considered “amounts received
as an annuity" only in the event that all the
following tests are met:

(i) They must be received on or after the
*annulty starting date" as that term is
defined in § 1.72«4(b);

{(ii} 'They must be pavable in periodic .
installments at regular intervals (whether.
annually, semiannually, quarterly, monthly,
weekly or otherwise) over a pericd of more
than one full year from the annuity starting
date; and .
(iii) Except as indicated in subparagraph
(3}, the teotal of amounts payable nmust be
determinable at the annuity starting date
either directly from the terms of the
contract or indirectly by the use of either
- mortality tables or compound interest
computations, or both, in condjunction with
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such terms and in accordance with sound
actuarial theory.

Treas. Reg. § 1.72=~2(b){(2). Subparagraph (b} (3) (i) provides
that, notwithstanding the requirement of subdivision (iii) above:

[ITf amounts are to be received for a
definite or determinable time (whether for a
pericd certain or for a life or lives) under
a contract which provides -

{a) That the amount of the pericdic payments
nay vary in accordance with investment
sexperience (as in certain profit-sharing
plang) cost of living indices or similar
fluctuating criteria,

* & L X

emch such payment received shall bhe
considerad as an amount received as an
annuity only to the extent that it does not
exceed the amount computed by dividing the
investment in the contract, as adjusted for
any refund feature, by the number of periodic
payments anticipated during the time that the
pericdic payments are to be made. . . to this
extent, the payments received shall be
considered te represent a return of premiuns
or other consideration paid and shall be
excludable from gross income in the taxable
vear in which received . . . te the extent
that the payments received under the contract
during the taxable vear exceed the total
amount thus considsred to be recejived as an
annuity during such year, they shall be
considered ¢0 be amounts not received. as an
annuity and shall be included in the gross
income of the recipient.

Treas. Reg. § 1.72=-2{b)(3)(i}. 'Thus, payments that meet the
three part definition in Treas. Reg. § 1.72-2(b) (2) are

" gonsidered to be annuity payments. Payments that fail the
definition of Treas. Reg. § 1.72-2(b){(2) smiely because they fail
the regquirements of subdivision (1ii) by reason of a feature that

permits the amount of the periodic payment to vary in accordance

with, for example, investment experience or cost of living
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adjustments, will be treated as an annulity to the extent provided
in subparagraph (b) (3}, with the result that each payment will be
excludable from income to the axtént it represents a return of
employee contributions,* |
Payments that do not meet the above definition are
considered to be "amounts not received as an annuity.ﬁ Treas.
Reg. § 1.72-1(b). See alsoc PILR 5023076 (March 13,‘1990).” The
regulations fﬁrther define a nonannuity as an amount received
under a contract to which section 72 applies if (1) the annuity
definition is inapplicable; (2) the annuity definitioh is
applicable but the annuity payments received differ either in
amount, duration, or both, from those originally provided under
the annuity; or (3) the annuity definition is applicable but the
annuity payments are received by a beneficiary after the death of
the annuitant in full discharge of the ohliqation undey the _
contract ard solely because of a guarantee. Treas. Reg. §§ 1.72-
li(a) (1), (e), (f). The regulations furthef prcvide_that amounts
in the nature of dividends, refun&s, péyments in full discharge |
of the contract or surrender paymeﬁts also are treated as
*amounts not rgceived as an annuity.® Treas. Reg. §§ 1.72=-

132(b), (e}, (4).

&

~ The effect of Treas. Reg. § 1.72-2(h)(3) (1) is that “"extra"
amounts, such as earnings or cost of living adjustments, will be
includable in income where, as here, the investment in the
contract is less than the total ewpected return. Consequently,

inoreases in annuity payments should be fully includable in gross
ineome. '

3/ ¢ne commentator has referred to the nonannuity provision as
encompassing the "residue" remaining after the more specialized
rules of Section 72(b) have been applied. Bittker & Lokken, 1

Fed. Tax'n of Income, Estates and Gifts ¢ 12.4.1 (2nd Bd. 1989}.
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As set forth above, 2 paymenit is treated as an annuity
enly if it is received on or after the "annuity starting date.®
Treas. Reg. § 1.72-2(b){2){i). Therefore, in order to determine
the proper application of section 72, it ig essential to
determine the meaning of thé term Yannuity starting datenf The
annuity starting date is defined as the “"first day of the first
period for which an amount is received as an annuity." Code
section 72(c) {4}, The regulations further prcvi&e that the first
déy of the first period for which an amount is received aé an
annuity is the later of:

(i) The date upon which the cobligations
under the contract become figed, or

(ii) The first day of the pericd (year,
half-year, guarter, month, or otherwise

depending on whether payments are to be made

annually, semiannually, quarterly, monthly or
otherwise) which ends on the date of the
first annuity payment.

Treas. Reg. § 1.72-4(b) (1}).

‘Looking only at the second prong of this test, it is
possible to argue that the annuity starting date should be the
date participation in DROP commences. Rev. ﬁul. TU-490, 1870-2

C.B. 11, provides some support for such an interpretation. In
| Rev, Rul. 70-4%0 an emplovee died while still in Federal service.
His survivipg spouse was entitled to recsive a survivor anmuity
benefit on the day after her spouse died. The spouse did not
file a claim for her survivor annuity for over a year;
Ultimately, fifteen months passed before she received her check.

The first payment included an amount representing fourteen months

of survivor annuity payments and, thereafter, she received a
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monthly payment. Quoting Treas. Reg. § 1.72-4(b){1), the IRS
ruled that the annuity cobligation was fixed at the time of the
emplayge's death and that the annuity starting date was the day
after the employée died. Further, the Serviée ruled that the
same raticnale and result would apply in the casé of a retired
Federal employee who did not file a claim for his annuity until
some time after his retirement.

Treating the annuity starting date aslthe daté
participation in.DRDP commences would helchsistant with our
conclusion under section 417 of the Code regarding the annuity
starting date in the joint and survivor annuity context. There
is an impﬁrtant difference,rhcwaﬁer, between the annuity starting
date definition under section 72 and the definition under section
417. Unlike section 417, the régulatiuns under section 72
provide that the annuity starting date shall be the later of (1)
the first day of the period which ends on the date of the Efirst
annuity payment or (2) the data on which the obligations under
the contract become fixed. See Treas. Reg. § 1.72~4(b}{i). Az
seﬁ forth above; a participant's regular retirement bgnefit'is
not fixed until termination of participation in DROP and
employment. Consequently, it is our view that the annuity
starting date for purposes of section 72 will be the date the
pérticipant +erminates employment because thét is the date that
the participant's actual regular retirement benefit becomes
fixed, taking into account any benefits attributable to

employment after the end of the DROP participation period.



- 14 -

Given this definition of the annuity starting date, it
is evident that the rsgular retirement benefit payaﬁle upon
term;nation of employment satisfies the regulatory definition of
an amount received as an annuity. The payments will be received
on or after the annuity starting date, will be payable in monthly
instaliments over a periocd of mors than one full year after the
annuity starting date and, with the exception of the possibility
of cost of living adjustments, the total amount payable will be
deﬁerminable at the annuity étarting date through the use of
mortality tables and in accordance with scund'actua?ial tﬁeorﬁ.
Treas. Reg. § 1.72-2(b)(2). As provided 'in Treas. Reg. § 1.72-
2(b} (3) (1), the regular retirement benefit will be treated as an
annuity, to the extent provided therein, even though the benefit
payments may later increaée due to cost of living adjustment.

The situation regarding the DROP Account is ;Qral
acmplicated; A participant may receive the amount credited to
his DROP Account in a single lump sum. DROP “
Alternatively, a participant may elect to have amounts paid in

monthly installments. Id.

4 lump sum payment does not meet the regﬁlatnry
definition of an amount received as an ﬁnnuity. Treas. Reg.
§§ 1.72-1(b), 1.72=2(b)(2)(ii). Therefore, lump sum DROP Account
payments will not be treated as annuities. See also PLR 9025075
(March 27, 1990) (single sum payment is an amount not received as
an annuity).

If, however, periodic DROP Account payments are

required to be made for a term certain, (g.g., five, ten or
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fifteen years) such payments will satisfy the regulatpry
requirement for an énnuiiy that either the total amount payable
under the annuity contract, or the periocd for which the amounts
are to be paid, is determinable as of the date payments begin.
Treas. Reg. §§ 1.72-1(b), 1.72-2(b)(2)(iii). Moreover, as
provided in Treﬁs. Reg. § 1.72-2(b)(3) (i), this result will apply
even though the amount of the payments may vary due to investment
experience. _

' If, on the other hand, payments are permitted to be
made for an indefinite period until the DROP Account is
exhausted, it will not be possible on the date payments begin to
determine the period for which amounts are te be paid or the
total amount payable, sinca; ag -noted above, amounts held in the
DROP Account durlng the distribution period are credited with
interest. ﬁgg Treas. Reg. §§ 1. 72~2(b){2)(iii}, 1.72~
2(b)(3)(i). Such payments will nevertheless be treated as
annuities, however, because of the following special rule:

If an anmount is to be paid parlodlcally until
a fund plus interest at a fixed rate is
axhausted, but further payments may be made
thereafter because of earnings at a higher
interest rate, the requirements of
subdivision (iil) are met with respect to the
payments determinable at the outset by means
of computations involving the fixed interest
rate, but any payments received after the
expiration of the periocd determinable by such
computations shall be [fully] taxable . . .

Treas. Reg. § 1.72-2{b) (2}.
We concluded in Section B(l) above that the'ragular_
‘retirement benefit and the DROP benefit would be treated as

received under a single contract. Thus, the guestion arises
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whether the regular retirement benefit will be tréated as an
Cannuity notwithstanding that it will be analyzed under sectian.72‘
in conjunction with either a lump sum nonannuity DROP benefit or
a periocdic DROP benefit payable in the form of an annuity.

In PLR £94608% (August 23, 198%), a defined benefit
plan provigded three distribution alternativéé: {1} a monthly
life annuity, (2) a lump sum payment in an amount egual to tﬁe
actuarial equivalent of one-half of the monthly life annuity,
combined with a reduced monthly life anmuity or‘(s) an install«
m&ﬁt payment for up 6 a three-year term certain in an amount
equal to the actuarial equivalent of one-half of the monthly life
annuity, combined with a reduced monthly life annuity. The IRS
ruled that the payments under all of the cptions would be treated
as received under a single contract for purposes of section 72.
.ﬁgg‘p. 6, supra. The IRS then ruled that where a participant
chooses the monthly life annuity and lump sum option, the
‘annuity portion® constitutes an amount received as an annuity
because such portion "will be‘received on or after the annuity
starting date . . . will be payable in periodic installments at
regular intervals over .a period of more than one full year .
and the total of the amounts payable is determinable at the
annuity starting date.® PLR 8946059. Thus, even though the
benefit payment included an annuity element and a nonannuity
element and the benefit was treated as received under a single
‘contract, the meonthly life annuity was still treated as an amount
receivéd as an annuity for purposes of secticthZ, Censequently,

in ocur view the regular retirement benefit will be trazted as an
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annuity under section 72 even where it is combined with a lump
sum DROP payment.

PIR 8946059 aiso addressed the question whether'an
amount is traagad as an annuity under section 72 nctwithstanding
that it is combined under‘the same contract with another annuity
payable for a different term. One of the distribution options
available in PLR 8946055 was an installment paymeﬁt for a term
certain of up to three years in an amount representing the
actuarial equivalent of cne~half of the participant's monthly
life annuity, combined with a reduced monthly life annuity. The
Service ruled that both the monthly life annuity and the
installment payments would be treated as an amount received as an
annuity. Consequently, in our view, both the regular retirement
benefit and the periodic DROP benefit will constitute amounts |
received as annuities for purposas of section 72 notwithstanding

_that both benefits will be treated as received under a single

ceontract.



- 18 =

C. ab 0

The exaiusion ratio for amounts received as annuities
ie the ratie determined by dividing the investment in the
contract by the expected return from the annuity payments. Code
section 72(b) (1) Treas. Reg. § 1.72-4(a)(1l)(i). The expected
return in the case of a life annuity is determined by reference
to the 1ife expectancy tables provided in Treas. Reg. § 1.72-3,
See Treas. Reg. § 1.72-5(a) & (b). .In general, the expected
return is the total annuity payment to be received in.a given
lyear divided by the applicable life expectancy multiple.¥ Ig.
Nonannuity amounts received after the annuity starting daté are
fully imecludable in graéé income. Code section 72(&)(2){&}.

Because of the complexity of calculating the exclusion
ratic under the general rule of section 72{hf, on November 15,
1988, the IRS promulgated IRS ﬁctice 8B-118, isasna C.B, 450,
which provides a simplified method for calculating the eiclnﬂable
amount. The simplified method may be used,.and payors ma? report

the taxable portion of annuity distributiens om Form W-2P, where

8  ror ncnannulty amounts received before the annuity starting
date, the exclusion ratio is determined by dividing the
participants' employese contributions by the total vested account
balance or vested accrued benefit. Code sections 72(e) (2) (B) &
72{e} (B) (B). There is a limited exception to the pro rata
treatment accorded nonannuity paymentg received before the-
annuity starting date. Code section 72(e) (8) (D) permits the
entire amount of the employee contributions to bhe recovered
first, after which the amounts are included in gross income. But
the exceptmon applies only to plams which, on May 5, 1888,
allowed emplovees to withdraw their contributions before

separation from service. The exception therefore does not apply
to the System,
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(1) the annuity pafﬁents depend upaﬁ the life of the employee or
<he 3oint lives of the employee and the beneficiary, (2) the
annuity payments aré made from & gualified plan and (3) the
distributee is less than age 75 when the annuity paynments
cormence, ar if the distributee iz age 75 or clder, there are
less than five vears of guaranteed payments.l In addition,
under the simplified method ne adjustments are required in the
event an annuity payment is increased after the excludable amount
is originaliy calculated. 1988-2 C.B. 451-52.

The System currently uses the simplified method of
calculating the excludable amount of a participant's retirement
benefit. Because the henefit payable to a p&rtiéipant who
participatesrin the DROP program will represent a combination of
 the System's reéular retirement benefit,.whiah is a life annuity,
and either a lump sum or petiodic OROP payment, the queétinn
arises whether the System may continmue to uze the simplified_
nethod with respect to such participants.

Notice 88-118 does not address the question of whether
. a payment that cambineé a life annuity with some other form of
payment is nevertheless eligible for the simplified method. In
addition, there are no rulings under Notice 88-118 that discuss
thié issue. In our view, however, for the reasons sét farth
hbelow, the System should be permittad to continue using the
simplifiéd method regardless of the form of DROP payment chosen

by the participant.

I/ e have assumed for purpeoses of this memcorandum that the
System is designed to accommodate the age 75 limitation.



In PLR 8946059, as nodified by PLR $025075 (March 27,
1950), the IRS ruled that where one-half of the benefit received
from a defined benefit plan ﬁas received zs a monthly life
annuity and cne-half was received in a lump sum payment, the
exclusion ratis for the annuity portion should be calculated
under'sectian 72 (kY and the exclusion ratio for the lump sum
payment should be calculated under section 72(e). See PIR
89460%9; PLR 9025075. Thus, notwithstanding that the benefits
were treated as received under a single contract, the exclusion
ratio for each benefit element was éalculated in accordance with
the rules applicable to each element.

In our'view, because the excludable amount applicable
to the regular retirement benefit must be calculated in
accordance with the rules under Code section 72(b), the
simplified method provided in Notice 88-118 should be available,
notwithstanding that a portion of the benefit is payable in a
lump sum. Although Notice 88-118 does not expressly address this
guestion, our view is suppcrtad by the regulations which provide,

in part:

The exclusion ratio shall be applied only to
amounts received as an annuity within the
meaning of that term under paragraph (b) (2}
and {2} of § 1.72~2 . . . For the treatment
of amounts not received as an annuity, see
secticn 72(e) and § 1.72~11.

Treas. Reg. § 1.72=4(&)(3).
We have also discussed this issue generally on a "no

names® basis with an attorney in the IRS's 0ffice of Chief
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Counsel. The attorney would not diractly express his views with
regard to the availability of Notice aéwzla in the case ¢f what
he termed "hybrid® péyments.y Hoéever, he made the following
observations which we believe support the use of the simplified
method regardless of the form in which the DROP benefit is
distributed. |

The IRS attarnay stated that the underlying purpese of
Notice 88=118 is to aid payers iln caleculating the excludable
amount whenever a life expectancy calculation is invelved, f.e.,
whenever the caleulation of the execlusion ratio raquires
reference to the life expectancy tables provided in Treas. Reg.

§E 1.72=-9, Signific&ntly, whenever an annuity is payable for cne
or more lives, Treas. Reg. § 1.72-5 reguires the determination nf
a life expectancy multiple based on the tables provided in Treas.
Reg. § 1.72-9. See Treas. Reg. § 1.72-5(a) & (b). Coensequently,
the use of the simplifiad method should be permissible where, as
here, the regular retirement benefit is payable in the form of a
l1ife anmuity because, notwithstanding that a lumg sum alse is
payable, the payor would be required to consult the life
expectancy tables in order teo calculate the exclusion ratio.

The attorney also observed that-the use of the
simplified method is both favered and encouraged by the IRS.
Indeed, he stated ﬁhat in analyzing the availability of the
simplified method the question one should ask is whether there is

‘anything in Notice 88-118 that prohibits its use. Conseguently,

8  .The attorney did confirm, however, that the simplified

method is available where Treas. Reg. § 1.72=11(f) applies. See
digouszion of Treas. Reg. § 1.72«11(f) in Section C(3), infra.
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because Notice 88~118 does not expressly address the guestion
whether the simplified method is available where only a pertion
of the penefit payment constitutes a life annuity, it is our view
that the simplified method should be applied_ta the regular
retirement benefit, and the entire lump sum payment will be

taxable under Code section 72(e) (2) (a).¥

2. Regular Retirement Benefit/Periodic
DROE Pavment

tnstead of a lump sum payment, a participant may choose
to receive his DROP benefit in the form of a periodic annuity
payment. PLR 8946059 also addressed the guestion of how to
calculate the exclusion ratic where one-half of the benefit is
received as a monthly life annulty and one-half iz received as an
annuity for a term certain. The IRS applied the special rule of
Treas. Reg. § 1.72-4(e), which governs the calculation of an
exclusion ratio where two or more annuity elements are provided
undear a'single contract. The regulation provides, in part:

‘ Where two or more annuity'elementS are

provided under a [single] contract . . . an

exclusion ratio shall be determined for the

contract as a whole and applied to all

amounts received as an annuity under any of

the annuity elements. To obtain this ratio,
the investment in the contract determined in

& It is important to note that if a nomannuity payment is
received before the annuity starting date it is necessary to
ealculate an exclusion ratic in accordance with the rules under
Code sections 72(e}(2)(B) & 72 (e} (8)(B). See p. 1B, In. &,
gupra. Therefore, it is important that the System ensure that
lump sum payments from the DROP Account are not distributed until
on or after the participant receives his first regular retirement
benefit payment. Such a procedure should ensure that the System

will never be regquired to calculate an exclusion ratioc under Code
section 72{e) four such amounts.
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accordance with § 1.72-6 shall be divided by
the aggregate of the expected returns found
with regpect to each ¢f the annuity elements
in accordance with § 1.72-5,

Treas. Reg.. § 1.72-4({e){Ll)(i). As noted at p. 21, gupra, Treas.
Reg. § 1.72«5 requires a payor to consult the life expectancy
table in order to calculate the exclusion ratlc. Consequently,
although there is no authority on point, it is reasonable to
argue that the simplified method should be available in this
circumstance, because the purpose of Notice 88~118 is to relieve
payors of the necessity of using the life expect&ncy tables.
Further, Notice B8-118 does not expreesly prohibit the use of the

simplified method in these ci;cumstances}ﬂy

Final;y, you have advised us that the Bgéﬁé may permit
participants who initially eiect_tu receive periodic payments
from their DROP Account ©o change their electicon and recéive a
Tump sum'payﬁent, You have asked us to advise you as to the
effact, 1f any, the conversion of a periocdic DROP payment to a
lump sum waulﬁ have on the calculation of the excludable amount.

Treas. ﬁeg. § 1.72-11(f) provides a special rule where
an annﬁitant receives a lump sum payment after the date of the
first annuity payment and thereafter receives annuity payments in

a reduced amount for the same term. In this situation, a portion

1/ In addition, it would not be in the IRS's interest to argue
that the simplified method is not avallable. If the Systen
calculated excludable amounts for the two annuity elements
separately, the excluable amounts would be recovered more guickly

because the periodic DROP payments will bhe payable for a shorter
term than the regular retirement henefit.
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of the annuity is considered to have been surrendered or redeemed
and the exclusion ratioc originally determined for the annuity
continues to apply to the reduced annuity amounts.

§ L.72-1L{£){1).

Treas. Rey.

Koreover, under Treas. Reg. § 1.72-=11(f), a portion of
the lump sum payment also is excluded from gross income:

There shall be exsluded from gress‘incoma
that portion of the lump sum which bears the

sape ratio to the aggregate premiums or other
- consideration paid for the contract, as

reduced by all amounts previously received
under the contract and excludable from the
gross income of the recipient . ., . as . . .
the amount cof the reduction in the annuity
payments to be made thereafter bears to the

annuity payments originally provided under
the centract . . . .

Treas., Reg., § L.72«31({f}(2){1). ﬁéﬁ also Treas. Reg. § 1.72~
11(£) (2) (ii): PLR 9025075. Thus, it will be necessary for the
System to calculate an exclusion ratio with respect to the liomp
suﬁ payment. The calculation will not, however, reguire the
System to caﬁsult the life expectancy tables. Rgther, the System
should calculate a ratioc determined by dividing the amount of the
annuity reduction (in our case, the amount of the périodic DROP
payment) by'éhe amnount of the ﬁriginal annuity payment (the
combined regular retirement and periocdic DROP payment). The
participant's investment in the contract, as reduced by all
previously excludable amounts, is then multiplied by this ratie

to arrive at the tax-free portion of the lump sum payment.

IRS Publication 721, Tax Guide to U. 8. Civil Service
Retirement Benefits (“Tax Guide™), provides an example of how the

above described calculation should be made. See Tax Guide at pp.
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7 & 8 (attached). In the example, a Federal retiree is eligible
to receive a life annuity of $1,000 per manth, or a life annuity
of $915 per month and a lump sum payment of $522,000. Her

investment in the contract is $21,780. As the example

demonstrates, a ratioc of .085 is determined by dividing the
amnunﬁ of the annuity reduction ($85) by the amount of thé
original annuity payment ($1,000). lTha tax-free portion of ths
lump sum payment is then determined by multiplyving the investment

in the contract ($21,780) times .08%5, resulting in an excludable
amount of $1,851.30.%

¥ 1t iz important to note that the Federal retiree had not
previocusly excluded any annuity ameounts from income. In our
case, the participants will usually have received several annuity
payments, a portion of which will have been excluded from income.
The investment in the contract determined for purposes of
caleulating the lump sum excludabls amount must be reduced Lo
reflect any excludable amounts recovered up to the date the
participant converts the periodic DROP payment to a lump sum.
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VIA FEDERAL E 88

RE: Effect of Changes made by OBRA 1990 to DROP

pear yiil:

Section 113232(a) of OBRA 19890 amends the Social Secur-

ity Act by adding to the definition of covered employment the
following:

service in the employ of a State (other than
the District of Columbia, Guam, or American

Samoa}, of any political subdivision thereof,
or of any instrumentality of any one or more
of the foregoing which is wholly-owned there-

by, by an individual who is not a member of a
retirement system of such State, political
subdivision, or instrumentalitv(.)

OBRA 1990, Pub. L. No. 101-508, § 11332, 101l Stat. __, _ , amend~-
ing Section 210(a) (7} of the Social Security Act, as amended
{enphagis added). Section 11332(b) makes the same change in
FICA's definition of covered employment. OBRA 1990, Pub. L. No.
101~-508, 11332, 101 stat. __, __, amending Section 2121(b)(7) of
the Internal Revenue Code of 1986, as amended. This change goes
into effect on July 1, 19%1. Section 11332(d), OBRA 1990.

Thus, in order to determine whether DROP participants
will be required to contribute to Social Security, it is neces-
sary to determine whether they will ke considered "members" of
the retirement system during their period of DROP participation.
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- The conferees pointed out in thelr report accompanying OBRA 1890
that "[iln some cases in which States have elected not to provide
[Social Securlty} coverage, a part of the workforce does not
participate in any public retirement plan." H.R. Rep. 964, 10lst
Cong., 24 Sess. 1103 (19%90) (hersinafter H.R. Rep. 964) . The
statement implies that the provision's main purpose is to ensure
that all State and local employees who are currently not covered
by the applicable State and local pension plan will have
retirement and disability protection through coverage under
Social Security.

The legislative history generally provides that whether
a plan participant will be considered a "member®" for purposes of
Social Security will depend upon whether that individual actually
participates in the program:

Thus, whether an employee participates is not
determined by whether that individual holds a
position that is included in a retirement
system. Instead, that individual must actu-
ally be a member of the system. For example,
an employee {whose job classification is of a
type that ordinarily is entitled to coverage)
is not a member of a retirement system if he
or she is ineligible because of age or ser-
vice conditions contained in the plan[ 8

and, therefore, is required to be covered
under social security. Similarly, if
participation in the system is elective, and
the employee elects not to participate, that
employee does not participate in a system for
purposes of this rule, and is to be covered
under the social security system.

H.R. Rep. 964 at 1105,

on its face, the legislation enacting the DROP program
deems an individual's membership in AN to cease during his
period of participation in DROP. See, &.d., DROP*

y Althcugh employees who antar state servlca at age 60 or over
ar t eligible for membership ' N _
{herelnafter § }, there are no minimum
age or service requirements for membershlp. Under Section 11332,
the age 60-plus group would have to be covered by Social
Security. We did discuss, however, that the maximum age
restriction presents a problem under the ADEA.
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However, because DROP is clearly a part of the System, it appears
that a DROP participant continues to be a member of !llll' even
thougg no contributions are made on his or her behalf during that
time. '

This does not end the ineguiry, however. The legisla-
tive history also provides:

Except as otherwise provided under the
conference agreement, or in guidance promul-
gated by the Secretary of the Treasury, rules
similar to those applicable in determining
whether an individual is an active parti-
cipant for purposes of contributing to an
individual retirement account (Code sec. 21%)
apply in determining whether a specific
employee is a member of a retirement system.

H.R. Rep. 964 at 1105. Thus, if an individual would be consid-
ered an %active participant® under Code section 219, he or she
would be a "member" of a retirement system, and, therefore, need
not be covered by Social Security. Applying the standards devel-
oped under Code section 219, it is our view that DROP partici-
pants need not be covered by Social Security.

Code section 219 defines the tern "active participant®
somewhat circularly as an individual who is an active participant
in one of several enumerated types of retirement plans, including
a plan established by a state or political subdivision thereof. -
I.R.C § 218(g){(5){A)(iii). As a result, an examination of the
regulations, legislative history, and other relevant materials is
necessary. ' :

The regulations under Code section 219, like the
legislative history to OBRA, provide that: '

an individual is not an active participant
unéer a plan for any taxable year of such
individual for which such individual elects,
pursuant to the plan, not to participate in
such plan.

z/ Although meost employees must join the System, Section 551(1)
makes an exception for those "te whom an option or election is
provided." We understand that this language does noi cover those
who elect to participate in DROP.
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Treas. Reg. § 1.21%-2(f). Although as currently drafted the DROP
statute states that an individual who elects to participate in
DROP ceases to be a member of WP, DROP ‘is a part of the
System -and therefore DROP membership should con |
participation ‘in"a’ retirement plan. ‘

In addition, the requlations and related guidance under
Code section 219 specify that an individual in a defined benefit
plan who accrues no benefit after attaining a specified age is
not an active participant. Treas. Reg. § 1.219-2(b)(4); PLR
8011075 (Dec. 20, 1979).Y¥ In PLR 8107057 (Nov. 19, 1980), the
Internal Revenue Service considered a situation involving a
defined benefit plan that froze benefits at normal retirement
age. Under the plan, employees who worked beyond normal retire-
ment age had credited to a "late retirement account” the
actuarial value of the benefits to which they would have been
entitled had they retired at normal retirement age, plus inter-
est., The Service ruled, pursuant to Treas. Reg. § 1.219-
2 (b) (4), that such individuals were not active participants after
attaining normal retirement age.

The DROP program is readily distinguishable from the
situation considered in PLR 8107057. First, participation in
DROP is not based upon age alone. Rather, System participants
who are one year beyond eligibility for regular retirement based
upon their combined age and service may elect to participate in
DROP. Second, participation in DROP does not result in the per-
manent cessation of benefit accruals. Rather, DROP participation
represents a veluntary choice by participants to exchange up to
two years of benefit accruals under the basic System for the

advantages of the DROP program, including future benefit
aceruals.

More fundamentally, however, the policy reasons for
concluding that participants who cease to accrue benefits at a
specified age should be permitted to establish an IRA or contrib-

¥  Moreover, the Service has ruled that where an individual's

penefit is frozen at normal retirement aqge, a subsequent change
in the plan increasing the amount of the fixed benefit does not
render the individual an active participant for years after his
normal retirement age. PLR 8118021 (Feb. 3, 1981); PLR 8014046
(FJan. 9, 1980).

4  Likewise, the Service has concluded that a retired
individual who is receiving pension payments is not an active
participant. Notice 87-16, Q& B, 1987-1 C.B. 446, 448,
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ute to the Social Security System, do not apply in the DROP
context. Where a plan involuntarily ceases accruals based upon
age, affected participants may have accrued only a minimal bene-
fit under the plan. By contrast, DROP participants are by
definition already entitled to a full unreduced regular retire-
ment benefit from the System, and may, in fact, accrue additional
benefits after their DROP participation ceases. Thus, Congress!'
interest in ensuring that all State employees receive retirement
protection is not relevant with respect to DROP participants.

Indeed, the Service has recognized that in 2 number of
situations, a plan participant may not receive an additional
benefit and yet may still be considered an active participant.
Thus, for example, in PLR 7946067 {(Aug. 17, 1%79), the Service
concluded that Treas. Reg. § 1.219-2(b) (4) was irrelevant in a
situation where an individual ceased to accrue additional bene-
fits because he had already accrued the maximum monthly benefit
under the plan. Instead, such a participant remained an active
participant under Code sectxon 219, See also PLR B0160%4 (Jan.
24, 1980). DROP participants are in a comparable situation. The
DROP program simply provides one set of rules regarding maximum
accruals under the System. See also Notice 87-16, Q&A 14~15
{individual is active participant even if individual has no
vested interest in accrual or fails to ccmplete regquisite number
of hours of service to accrue a benefit in a year).

Moreover, in Notice 87-16, the Service concluded that
an individual who accrues a benefit of only one dollar for a plan
year is an active participant. Notice 87-16, Q&A 13, 1987-1 C.B.
at 448. If that is the case, then there is no principled basis
for reaching a contrary result with respect to DROP participants.
Individuals will obviously elect to participate in DROP only if
they see themselves as gaining something by the choice. Requir-~
ing, in addition, a nominal accrual during DROP participation,
would appear to serve no useful purpose.

=4 At present, interest is not credited to a participant's DROP
‘account during his/her participation. DROP(# Allow=
ing DROP participants to earn interest would not in itself
resolve the issue at hand, however. In PLR 8207064 (Nov. 19,
1981), the IRS ruled that although interest continues to accrue
on a participant's balance, this does not cause an employee to be
considered an active participant in the plan. The IRS explained
that interest is "neither a forfeiture noxr an employee
contribution to the employee's account." Id.
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After you have reviewed this letter, please call if you
have any questions.
Sincerely, .
Theodore Rhodes

Enclosures





